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a student subscription and we would like to get it into the hands of every 
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Leading Textbooks for Accurate and 
Authoritative Treatment of Theory 


e ACCOUNTING PRINCIPLES 
7th Edition—By Noble and Niswonger 


This book has been the consistent leader in the field for many years be- 
cause its strong treatment of theory is balanced with a variety of good ap- 
plications. It is challenging to students without being deliberately or un- 
necessarily difficult. Emphasis is placed on the “why” of accounting. 


e INTERMEDIATE ACCOUNTING 


3rd Edition—By Karrenbrock and Simons 


In this book emphasis is placed on fundamental processes, working capital 
items, noncurrent items, corporate capital, and analytical processes. The 
latest standards of good practice are fully recognized. The problem ma- 
terial is designed to develop ability to analyze and organize data before 
applying the principles and procedures for a correct solution. 


e ADVANCED ACCOUNTING 


2nd Edition—By Karrenbrock and Simons 


Here is a book that provides for the development of a full competence by 
the accounting major if he hopes to pass the C.P.A. examination or engage 
in business. It is designed to give the student a high degree of accounting 
maturity that will enable him to interpret, analyze, and apply the product of 
accounting. 


e COST ACCOUNTING 
2nd Edition—By Matz, Curry, and Frank 


This book gives an accurate, authoritative treatment of cost accounting and 
emphasizes the “tool of management” approach to the subject. Adequate 
treatment is provided on modern wage incentive plans, analysis of vari- 
ances, and the flexible budget. In addition to three practice sets, there are 
412 classroom-proved problems and exercises. 
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NEW CHALLENGES IN ACCOUNTING 


OswaALp NIELSEN 
Professor, Stanford University 


business, there still remain a num- 

ber of challenges to its healthy 
survival. These include the monumental 
task of accumulating and using pertinent 
data with respect to all scales and com- 
plexities of business activity. Such mar- 
shaling of quantitative data is not only a 
problem of managing the flow of informa- 
tion to assure its reliability but also one of 
timing the flow to insure its useful fresh- 
ness. 

For one thing, the accumulation of ade- 
quate needful information is costly. This 
is especially true since most systems of 
data flow are predicated on the assumption 
that complete recording is necessary. This 
thinking generates systems involving much 
detail. Frequently such accounting is 
sufficient to swamp the group of personnel 
which economically can be assigned to the 
processing of quantitative information for 
use in business. Any process of balancing 
cost of data with the benefits derived from 
them necessarily involves the problem of 
providing quantitative data sufficiently 
reliable to be useful in business. There are 
many evidences that limited sampling and 
testing of data are sufficient to indicate 
enough of their nature to achieve such 
reliability. 

The ingenuity of the accountant con- 
stantly is tested by the need for timely 
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provision of data. Old style methods of 
accumulating business information rarely 
if ever provide historical reports promptly 
enough to render them useful. Problems 
relative to timeliness are aggravated al- 
most in direct proportion to the size of the 
firm’s operations. Timeliness also relates 
to the urge for a progressive management 
to put information to use in projecting 
business operations. This urge has led to 
the development of modern budgetary 
procedures. 

This view of timeliness which translates 
itself into an impatience to look into the 
future is also where accounting has its 
greatest opportunity in the years ahead. 
It is therefore the purpose of the writer to 
indicate the direction in which some of the 
greatest challenges for the accountant 
exist. The capacity of the accountant to 
meet these challenges will have a strong 
bearing on spelling out the future of the 
accounting profession in business society 
during the coming generation. 

There are a number of indicators in pres- 
ent accounting which indicate the recep- 
tivity of business to the meeting of this 
challenge. For one thing business has 
desired reports that will give some idea of 
the direction in which business is going. It 
is true that to meet this demand account- 
ants have developed comparative state- 
ments which have had the major purpose 
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of showing the direction which business 
activity is taking. Business firms, however, 
want more. They wish to actually look at 
situations as they most likely will be in the 
future. 

The same is true with respect to cost 
finding. The major use of standard costs 
in modern business has been an outgrowth 
of the desire to predict the cost that will 
occur in the future. Likewise the entire 
concept of estimated cost has shifted from 
a makeshift historical cost accounting 
basis to an anticipation of future cost for 
the purpose of business planning, includ- 
ing such activity as making bids or fur- 
nishing sales quotations. 

Likewise the modern audit, which has 
shifted from a review of past operations to 
a review of the system of internal control 
of the firm, has added what might at first 
appear to be a minor innovation. This is 
the tendency of the auditor to review 
operations occurring between the end of 
the reporting period and the completion 
of his engagement to see what indications 
there may be with respect to the future. 
Outside of recognizing such indicators the 
the auditor still considers it unethical to 
lend his name to any forecast of business 
events that might lead the reader of the 
forecast to attach any significance to the 
possible outcome of events. Although there 
is justification for this existing attitude, 
one must also recognize that it is unrelated 
to the tendencies today to use data as 
indicators of future events. 

The introduction of data processing 
equipment along with the interest in im- 
proved mathematical tools has not only 
supplied what may be conceived of as 
labor-saving equipment but has also pro- 
vided business with a capacity to do com- 
plicated analyses so that it is possible for 
business to forsake simple or otherwise 
inadequate methods and move on to anal- 
ysis of business situations in terms of the 
difficulties which actually exist. The in- 
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tricacies of business affairs is well demon. 
strated by the case of an aeronautical 
engineer who in speaking to the writer 
pointed out that mathematical models 
required for business need to be much 
more complex than those he uses in aero- 
nautical research. This and similar obser. 
vations indicate the challenge for business 
to forsake over-simplified methods that 
have long been demonstrated as inade- 
quate in the solution of business problems, 

An important quality of the mathemati- 
cal approaches that have become possible 
with the introduction of electronic ae- 
counting equipment is the increased em- 
phasis given to prediction and other ele- 
ments of planning. For a long time, 
eminent controllers have insisted that 
planning is the most important phase of 
their work. Participation in planning has 
occurred largely in the area of budgetary 
control in the past. 

Not only do business firms use budget- 
ary control for internal management, but 
budgetary data are also useful in obtaining 
financing for business operations. Conse- 
quently, the field of study known as busi- 
ness finance is now oriented toward budg- 
etary control in contrast to earlier Jegal 
approaches to financial matters. Further- 
more, studies on prediction assume 4 
sophisticated nature with respect to plan- 
ning expenditures for plant and equip- 
ment. The emphasis in this direction is on 
the development of theories of capital 
budgeting, an area in which much excel- 
lent work has already been done. 


The Possible Nature of Future Accounting 


With the increased emphasis on predic- 
tion and planning with regard to business 
activity and with the development of 
analytical tools which slant data to the 
predictive rather than the retrospective 
qualities of business, it is to be expected 
that the nature of future accounting needs 
to change if the accounting function is to 
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survive as an important element of mod- 
ern business. It is difficult to see how con- 
trollership as the main business accounting 
function can survive without such a 
change. Therefore, it is evident that the 
orientation of accounting will have to be 
more toward the future events of business 
and only have reference to past events 
when such information is useful for either 
corrective action or for formulating still 
further plans for continued future actions. 
Robert Mr. Trueblood (in a letter pub- 
lished in the January, 1960, issue of 
C.P.A., the membership bulletin of the 
American Institute of Certified Public 
Accountants) aptly expresses the impor- 
tance of adopting the tools which will en- 
able this shift from hindsight to foresight 
by saying: 
“T feel it only natural that the impetus for change 
in the direction of our activities does not seem to 
be coming from within the profession. I think it 
quite reasonable and logical that the greater pres- 
\\sure is coming from outside the profession. But 
the fact remains that unless our profession ad- 
justs itself to new thinking, new technology, and 
new attitudes—the business community will tend 
to find these talents in places other than our pro- 
fession. 
“.. Further, from a public relations point of 
view, we should be concerned about educating 
the business community to our consciousness of 
these imminent changes, lest we be regarded as 
either a derelict or a backward group.” 


This stress on_planning conforms with 
the major objective of the controllership 
function and greatly benefits from recog- 
nizing the complexities that apply to 
business. 

Much of present budgetary theory is 
oriented to the system of accounts of the 
firm. Also, budgets are oriented so that 
the general over-all budgets become fore- 
casts of income statements, balance sheets, 
statements of retained earnings and of 
sources and uses of working capital. Of 
importance here is the fact that the ori- 
entation has been based historically so 
largely on the scheme of accounts that has 
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been valuable in the past. It seems that in 
the accounting of the future the nature of 
the forecast will be adapted to the type of 
business problems which apply. Any rec- 
ord keeping which is needed in connection 
with the planning function will then be re- 
oriented to the planning function itself. 

One means of obtaining information 
necessary for carrying on the accounting 
function is the making of complete tabula- 
tions. It is understandable that in many 
cases the planning of activities of the firm 
requires the making of complete tabula- 
tions. This, for example, may be especially 
true with respect to collection of accounts 
from customers. In a forward looking ac- 
countancy such complete tabulations will 
conform to the needs of planning instead 
of planning being oriented to the type of 
record which has been kept. 

Generally, information needed to formu- 
late business plans in terms of modern 
analysis is obtainable from samples. Such 
samples include items on the extent of 
usage of various materials and supplies as, 
e.g., fuels, electric current, gas from gas 
mains, and gasoline for motors. Machine 
speeds customarily are computed from 
time studies which themselves are samples. 
It has long been recognized that it is not 
necessary to have a complete historical 
record of a machine to have a clear concept 
of its operating speed. Likewise, almost 
everyone has a good idea of the gasoline 
consumption of his automobile by means 
of a few records typical of different operat- 
ing situations. 

Furthermore, much historical informa- 
tion to compare performance with stand- 
ard can be handled on a sampling basis. 
Thus, the paying of accounts payable 
without detailed review of all vouchers 
can be appraised by means of sampling to 
determine the extent with which the 
amount of error is within tolerable and 
economic limits. Also, sampling has been 
used to determine payments in interline 
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hauls in the air transport industry. Sam- 
pling can be used in many such ways to 
give an indication of the way operations 
are going, especially to relate them to 
previous plans. 

The efficacy of the use of sampling 
techniques is demonstrated by the limita- 
tions which attach to old, historical re- 
ports. For one thing, historical reports 
may cover different operating situations 
from those contemplated for the future. 
In any business where constant improve- 
ment occurs, it must be expected that the 
historical record cannot be typical of the 
projected operation. 

It may be true that many situations 
applying to a past operation will recur. 
Still, in order to relate them to future op- 
erations it is necessary to eliminate erratic 
and other elements which can be expected 
to be nonrepetitive. The dynamics of any 
business situation automatically bespeak 
the limitation to the use of old, historical 
reports as far as the quality of the informa- 
tion is concerned. 

A further limitation on history is with 
respect to timeliness. The historical report 
has only limited usefulness for administra- 
tion. Specifically, its usefulness is to insti- 
gate corrective action. Corrective action 
is, of course, assumed to be less effective in 
modern management than is a planned 
correct action in the first instance. Fur- 
thermore, whenever corrective action must 
be taken, the older the historical report is 
when it is first made available the greater 
is the delay in the making of any adjust- 
ment. 

Although historical data have these 
limitations, it is possible to focus attention 
on data which tend to give improved in- 
sight into future operations. The predictive 
quality of budgetary information is one of 
its most important characteristics. The 
very problem of integrating the compo- 
nents of projections tends to disclose what 
‘is necessary in order to achieve harmony 
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in an operation so that the maximum bene. 
fits to the firm may result. The disclosure 
achieved by such projections tends to 
show what is necessary in order to mazxi- 
mize benefits accruing from the total 
operation of the firm. 


Impediments to Shifting From Historical ip 
Prospective Accounting 


There are obviously a number of im- 
pediments to shifting from historical ac. 
counting to an accounting specifically 
oriented to planning. Many of these are 
deep-seated in business society. They will 
require time and persuasion to effect their 
removal. 

As in other elements of society where 
change occurs there is always the brake on 
change by the mere fact of inertia, which 
applies in shifting from retrospective to 
prospective accounting. There is signifi- 
cant inertia in the business firm itself. Ac- 
counting personnel have been trained to 
do traditional, historical accounting. It is 
encouraging to realize that the interest 
of a management is much more short lived 
with respect to historical review than it is 
in the planning of future operations. 

In many instances the case method of 
instruction in colleges and universities 
also serves as an impediment to the shift. 
For the case method, obviously, deals with 
what has occurred in the past and only in 
those instances where the cases bring out 
how a firm is wrestling with the new prob- 
lems does the method contribute to the 
study of avenues in which development 
may occur. 

Unfortunately also, certain textual ma- 
terials have been solicited by editors and 
publishers on the basis of the past prestige 
of some writers. Included among such 
writers are those who already have made 
their marks in the field of accounting on 
bases that were acceptable and useful in 
the past. It does not follow that these 
prestige writers .are always attuned -to 
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some of the newer approaches in the field 
of accounting. 

Another impediment coming from in- 
dustry has been the dismissal in the think- 
ing of the industrial accountant of what 
he visualizes as the impractical dreaming 
of the academician. It is true that there 
are many progressive-minded practitioners 
but their support is at least partially 
counterbalanced by the opposition of the 
narrowly practical accountant. 

Another impediment may come from 
banking institutions to the extent that the 
institution asks for summaries of past 
information in the way of operating state- 
ments and balance sheets as a basis for 
credit granting. The impediment, how- 
ever, from the banking institution is not 
as serious as might first be surmised, since 
we know that banks formally request 
budgetary information and use it in con- 
nection with the granting of credit. In 
many ways the banker either formally or 
informally gives more weight to informa- 
tion about the prospects of the business 
than he does to reports on what has taken 
place in the past. It would appear that 
impediments from banking institutions 
are minor and that there would be rather 
more support for a prospective slant to 
accounting. 

Much of the administration of the in- 
come tax system in the United States is 
based upon the premise that the burden of 
proof is upon the taxpayer and that he 
must be able to prove his tax return’s 
validity in terms of an historical accumula- 
tion of information. There is little oppor- 
tunity for sampling of data on the part of 
the taxpayer. This impediment, however, 
should be temporary, and it is believed 
that if enough of business orients itself 
to the prospective view the income tax 
systems at both Federal and State levels 
would adapt themselves to the use of 
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- Much of mathematical training for ac- 
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countants is insufficient to permit the use 
of the newer analytical techniques for the 
processing of information. It is unfortunate 
even in teaching mathematics for account- 
ing that fairly simple procedures of so- 
called mathematics of finance have largely 
been all that was available to students. At 
least some educational institutions are 
shifting to the emphasis of need for ade- 
quate mathematical training for account- 
ants. With more mathematical training 
the imagination of the accountant in the 
use of data in planning will be improved, 
to say nothing of the fact that he will also 
have an important tool for the processing 
of information. 


Overcoming Impediments 

It seems almost inevitable that account- 
ing will automatically achieve this new 
role in business enterprise or else it will 
not survive as a significant business func- 
tion. It is possible that the transition may 
happen by itself but, if left entirely to 
automatic processes, will be long and slow 
in forthcoming. The significance of the 
accounting role in modern business will be 
enhanced if the accountant as well as 
society in general makes special effort to 
overcome the impediments to the rapid 
development of a new role for accounting 
in business society. 

Of primary importance in overcoming 
impediments to the development of ac- 
counting’s new future is the overcoming of 
inertia. This means that those who are 
aware of the importance of changes in 
prospect must work hard and intelligently 
in order to demonstrate the merits of the 
new proposals. As excellent an avenue for 
overcoming inertia as any is through the 
existing opportunities in budgetary con- 
trol, since budgetary control already is 
oriented to the prospective view. It is only 
necessary that increased sophistication 
take place in the use of known modern 
techniques for doing.the planning which is 
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necessary for business. Important also is 
the devising of new systems of accounts 
which will be oriented to providing the 
type of information needed for planning 
and for watching plans. 

In order to indicate the direction of its 
progress business has adopted comparative 
reports in which data for succeeding pe- 
riods or dates are presented side by side to 
emphasize degree of change. In other re- 
ports, operating data are presented beside 
the plans which had been formulated. It is 
the latter that perhaps gives the best indi- 
cation of the needed reorientation of re- 
ports. Such reports need to be continued 
so that significant deviations might be 
indicated. These would reflect the quality 
of management first to adhere to a plan 
once it is formulated and secondly, to pre- 
dict the nature of future operations. 

In addition to such reports, standards 
are needed for reporting the plans them- 
selves. Thus a plan for a new period should 
indicate the extent and nature of opera- 
tions and what results can be expected 
from them. Such a plan, in addition, should 
indicate the possible margin of error in 
planning which would include what con- 
sideration has been made for possible turn- 
ing points in business activity. 

Managers at various levels, as well as 
other readers, are inclined to think of re- 
ports as those summarizing the results of 
past activity. We have dealt with this type 
of report for such a long time that many 
can scarcely visualize a report to be any- 
thing but a statement of what has been 
done. Once a planning type of report with 
an indication of its virtues and limitations 
becomes a matter of general usage, it is be- 
lieved that the public as well as manage- 
ment will gain improved understanding of 
business. 

Improvement in training accountants 
obviously is necessary if society is to have 
the talent for handling accounting infor- 
mation oriented to business planning and 


control. The very fact that most account. 
ing instruction in the United. States fq. 
lows the same general lines that it did a 
generation ago in itself leads the observer 
to wonder if it may be necessary to intro. 
duce some sort of upheaval in the training 
of accountants. 

An important element in improving the 
training of accountants should be the re. 
orientation of the accountants’ thinking to 
data in terms of planning. In this connec. 
tion accountants need improved back- 
grounds in statistics. Much of statistics 
including sampling, general problems of 
statistical inference, the studies of trends, 
and the significance of relationships and 
differences are elements which need to be 
better understood by the modern account- 
ant. In order to handle sophisticated 
statistics or to make other analyses the 
accountant also needs more training in 
mathematics. He needs to understand 
matters of probability and certainly matrix 
algebra and the benefits obtainable from 
an improved knowledge of the calculus. 
This virtually amounts to a complete 
reorientation from the usual type of math- 
ematics of finance that one finds in current 
textbooks on that subject. 

Additional training will be needed in 
both micro- and macro- economics. In 
micro-economic studies work on the theory 
of the firm and how it adjusts to its social 
environment is of material significance to 
the comprehension of business problems. 
In addition to understanding micro 
economics there should also be compre 
hension of theories of price, labor econom- 
ics, interest, and money as well as theories 
of national income accounting. These 
significant areas of economics enable the 
accountant to understand the environ 
ment in which business exists. 

Important additional training in the 
behavioral sciences is also needed. The 
accountant, in his dealing with quantits 
tive information, must not lose sight of the 
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fact that business operation is to a sig- 
nificant extent the association of persons. 
Assuch it is important for the accountant 
to appreciate psychological, sociological, 
and anthropological contributions to our 
understanding of human behavior. 


Devising New Audit Standards 


Since limitations in the form of present 
auditing standards are basically related to 
the reviewing of what has been done and 
since the ethics of the auditing profession 
favor certification of historical reports and 
take a standoffish position with respect to 
certification of plans, it seems that new 
audit standards must be developed by the 
leaders of the public accounting profession. 

Important in the development of such 
standards is the orientation of audit ac- 
tivities to the review of the use of quantita- 
tive information in business planning. 
Auditors need to formulate minimum 
standards to assure a generally useful 
quality in business planning. 

An important standard would be a 
system of accounts which possesses at 
least a required minimum of usefulness for 
business planning. Secondly, it would be 
important to devise minimum procedures 
to be followed in business planning. Such 
procedures should include the review of 
past information or other significant indi- 
cators of situations which will be repetitive 
in the future. There also should be proce- 
dures for the supplementing of these data 
with indicators of the extent to which 
other data are likely to be changed by 
altered prospects of business conditions. 
Thirdly, there must be developed mini- 
mum standards for procedures by which 
any firm adapts itself to the situations 
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existing in its own industry. Fourth, there 
likewise must be some system for adapting 
to general economic conditions such as 
population growth and shift, changes in 
interest rates and availability of money, 
and changes in the labor market either in 
the way of labor supply, working condi- 
tions, or rates of pay. In the fifth place 
there needs to be developed means of indi- 
cating the range of possible error in esti- 
mate. 

Once such minimum standards for plan- 
ning in terms of business information have 
been established, the auditor also needs to 
formulate his procedures for seeing that 
such standards have been met in business 
planning. If they have been met there 
must also be devised some way for the 
auditor to indicate the nature of his ex- 
amination and to indicate the extent to 
which a firm has or has not met minimum 
standards of planning. 

Such a contribution by auditors would 
reopen the role of the modern public ac- 
countant to a vast field for development 
and would greatly increase his usefulness 
to modern business management. Such a 
reorientation of auditing standards would 
also be very valuable in connection with 
the filing of information with securities 
commissions and exchanges relative to the 
development of prospectuses for the is- 
suances of new securities. 

In connection with the devising of new 
audit standards it is also desirable for the 
public accountant to develop standards of 
reporting on plans. Such standards should 
include the description of the plan, an 
appraisal of its possible margin of error, 
and an indication of the type of analysis 
which has been made in the process of 
formulating the plan. 
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DECREASING CHARGE DEPRECIATION— 
A SEARCH FOR LOGIC 


RosBert L. Drxon 
Professor, University of Michigan 


HE present-day popularity of depre- 
ciation methods which, for a single 
asset or for a group, record relatively 
high charges during earlier periods of life, 
is well known. The adoption of such 
methods has, of course, been stimulated 
by their acceptance for income-tax pur- 
poses. Even though no over-all saving in 
tax may be expected, the fact that pay- 
ment of tax money may be significantly 
deferred is sufficient basis in many cases 
for adoption of one of the declining charges 
methods for tax purposes. 
We have already been treated to an 
abundance of literature on the special 


problem raised where depreciation is taken_- 


more rapidly for tax purposes than for 
general accounting purposes. Especially 
prominent has been the shadowboxing 
indulged in by numerous authors on the 
question of whether or not the so-called 
deferred federal income tax is properly 
classified as a liability. Unless we admit 
that sum of the years’ digits and declining 
balance procedures are nothing: more than 
pseudosophisticated tax delaying devices 
with no valid economic basis of applica- 
bility in the actual books of account, it 
would seem that debate time might better 
now be spent exploring the soundness of 
these procedures for general accounting 
purposes. In short, if these procedures are 
found to make sense for general account- 
ing purposes why not incorporate them in 
the books and thus eliminate the books 
versus tax disparity and put an end to the 
argument? 


OBJECTIONS TO CURRENT PROCEDURES 


The currently popular sum of the years’ 
digits and declining balance procedures do 


accomplish something: they provide tax 
deferment. But are they logical proce. 
dures? What are their aims, and are these 
aims achieved? 

If the sole aim is the deferment of taxes, 
then the only questions, from the business. 
man’s point of view, are: Are the defer. 
ments adequate and are they prolonged as 
much as can reasonably be expected? 
From the Government’s viewpoint these 
questions then become: Are the deferments 
excessive or overly prolonged? 

We seem to have practically no basis for 
answering these questions. Sum of theyears’ 
digits, once little more than a classroom 
joke, now has the dignity of acceptance for 
tax purposes, but no one has attempted 
seriously to defend the mathematical 
structure of this method beyond observing 
that it does accelerate the speed of write 
off. A number of accountants have theo- 
rized that a declining depreciation curve 
is in keeping with the service patterns of 
many types of assets. They point out that 
a depreciable asset is likely either to render 
less physical service in its later years or 
that the services rendered in later years 
are more difficult to extract; in either case 
the met economic services of an asset are 
likely to diminish as the asset ages. One 


might term this phenomenon the “deteri-° 


oration of periodic services” and the rate 
at which the service flow diminishes could 
be called the asset’s deterioration factor. 

Is it reasonable to expect that either the 
sum of the years’ digits or declining bal- 
ance method will even approximately 
reflect the deterioration factor actually 
obtaining in any specific set of circum 


1 See Gellein, Oscar S., The Journal of Accountancy, 
August, 1955, p. 56 for a defense of its general logic. 
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stances? If it does not, it must follow that 
these procedures are little more than tax- 
deferment expedients. More to the point, 
if these procedures are logical one would 
expect them to be adopted widely by 
business concerns not only for tax purposes 
but for general accounting as well, and the 
provisions for deferred taxes would then 
rarely appear in financial reports. We 
know, however, that this is not the case. 
Few companies whose financial statements 
are publicly distributed have shown any 
signs of adopting either sum of the years’ 
digits or declining balance depreciation 
for other than tax purposes. The great 
majority of depreciation footnotes tell of 
the use of the good old straight-line proce- 
dure in the accounts. (And in language 
completely unintelligible to the layman 
attempt to explain their accounting for 
the difference between book and tax de- 
preciation..) 

It appears that sum of the years’ digits 
and double-straight-line (declining bal- 
ance) procedures may be questioned on 
the ground that they do not approximate 
reality so far as the real course of deprecia- 

| tion is concerned, although we cannot be 
‘sure of this since we really don’t know 
what course depreciation does follow. 
Also, these procedures are unsatisfactory 
because of their rigidity: for a given asset 
with a five-year life there is only one sum 
of the years’ digits curve, and only one 
double-straight-line curve (allowing, of 
course, for the option of shifting to straight- 
line depreciation when desired). Thus (1) 
we cannot control the curve, and (2) we 
really don’t know whether its predeter- 
mined course makes any sense. 


ARGUMENT FOR DECLINING CHARGES 
DEPRECIATION 


Two principal arguments have been 
ofiered for adoption of some declining- 
charge procedure in the accounting rec- 
ords. It is contended that many types of 
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depreciable assets provide less and less 
physical service per period as-they become ‘* 
older. Also, even though the physical serv- 
ice level may not decline with age, the 
services may become more and more diffi- 
cult to extract and thus their economic , 
significance deteriorates. This is true in 
the case of the machine, for example, 
which turns out just as many units of 
physical product in its tenth year as in its 
first year, but which requires more opera- 
tor attention, more adjustments, more 
maintenance, etc..in the later years. And, 
the level of physical service may be main- 
tained with no increase in costs of extrac- 
tion but with a decline in economic value 
of the services because of the age of the 
asset. This may be true in the case of the 
older apartment house, the older taxicab, 
etc., where the customer can, alternatively, 
choose to utilize a newer model. Finally, 
prices of equipment in the secondhand 
market tend to trace a downward slanting 
curve which, some would argue, may well 
offer the best clue as to the course of real 
depreciation and the best representation 
of the real cost, in a managerial sense, of 
using depreciable assets through successive 
periods. 

This whole collection of conditions | 
(declining physical service, declining eco- . 
nomic service, declining demand, and de- | 
clining secondhand market) strongly sup- | 
ports the view that straight-line deprecia- 
tion accounting is not broadly appropriate; 
rather, that a downward sloping curve is 
more typical, and that some form of de- 
creasing-charges depreciation procedure 
should be adopted. For present purposes, 
the degree to which the periodic service 
output of an asset declines as a result of 
the causes outlined above will be referred 
to as the asset’s deterioration factor. A 
deterioration factor of ten per cent, for 
example, would describe the case in which, 
for some or all the reasons enumerated, 
the asset in each successive period is capa- 
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ble of giving ten per cent less economic 
service than in the preceding period. 

In addition to the deterioration factor a 
second argument which has been used to 
encourage declining-charges depreciation 
is price inflation. In an effort to counteract 
the distortive effects of mixed price levels 
in the process of income determination, 
some companies have adopted more or less 
arbitrary accelerated depreciation proce- 
dures. Thus in a particular year, rather 
than reprice the assets at current levels to 
produce current-cost depreciation charges, 
an abnormally high depreciation provision 
is made against the uncorrected historical 
cost of some or all of the depreciable assets. 
While this procedure is, in a sense, a de- 
clining-charges procedure, it is purely an 
expedient and can be justified only as a 
rather mournful gesture in the direction of 
offsetting price-level distortions. In itself, 
the fact of continuing inflation offers no 
theoretical support to decreasing-charges 
depreciation. 


ECONOMIC ANALYSIS OF DEPRECIATION 
COST 


Thus far it has been argued that where a 
depreciable asset is subject to a deteriora- 
tion factor it is more appropriate to use a 
form of declining-charges depreciation 
than it is to use the traditional straight- 
line procedure. It will next be argued that 
straight-line procedure is inappropriate 
even if the asset in question has a deterior- 
ation factor of zero; that is, even where 
the asset continues to produce the same 
level of service, physical or economic, in 
each period throughout its entire life. The 
argument is a simple one: (1) An asset is 
an embodiment of services to be rendered 
through time. (2) Implicit in the purchase 
price of an asset is the cost of all services to 
be rendered. (3) The rational purchaser 
places a higher valuation on the services 
immediately to be rendered than he does 
on those which will be rendered in the 
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more remote future. (4) If the cost of the 


asset is viewed as a summation of the 


present values of the bundle of services 
then as the earlier layers of service are 
consumed they have higher price tags, and 
higher cost depreciation, than do the later 
services. Depreciation thus follows a de. 


‘clining curve. 


For a simple illustration, assume the 

purchase of an asset which will cut labor 
costs by $100 per year and which has q 
two-year useful life. The buyer, it is as. 
sumed, must earn 20 per cent before taxes 
to justify such a capital investment. His 
maximum bid price for the asset, ignoring 
refinements of service timing, will be the 
sum of $83.33 (which is the present value 
at 20% of $100 with a one-year waiting 
period) and $69.44 (the present value of 
$100 at 20% for two periods) or $152.77. 
If the asset is acquired at this price it is 
fair to say that the cost of the first year’s 
service is $83.33 and the cost of the second 
year’s service is $69.44. From this reason- 
ing it should follow that depreciation for 
the two years should be recorded as $83.33 
and $69.44 respectively. Note that the de- 
preciation ‘“‘curve’’ declines even though the 
periodic service rendered is on a horizontal 
straight line. 
It should, of course, be noted that in 
those rare cases where an asset becomes 
more productive as it ages, such increases 
in productivity could offset the decline 
caused by the time-interest factor. In 
other words, with a deterioration factor of 
zero or more the depreciation curve should 
always follow a decreasing charges pat- 
tern; in the rare case of a negative deterior- 
ation factor, or a significantly irregular 
service output, the depreciation curve cal, 
theoretically, incline upward or follow aa 
irregular course. 

For a second example, assume the pur 
chase of a machine for $1,000 with expected 
useful life of 10 years, no salvage. If the 
asset is capable of rendering an unchanged 
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level of service throughout the ten years 
and if the purchaser is averaging a 10 per 
cent after-tax return on assets, the $1,000 
of cost should be assigned to the ten an- 
nual service components as follows (as- 


suming a 50% tax rate): 
TABLE 1? 

aa Service Cost Per Cent 
Year (Depreciation) of Total 
1 $ 200 20% 

2 160 16 

3 140 14 

4 110 11 

5 100 10 

6 80 8 

7 70 7 

8 50 5 

9 50 5 

10 40 4 
Total cost $1,000 100% 


It should be re-emphasized that the 
service cost elements decline because it is 
assumed that the prudent businessman 


invests funds only when a return on in- 


vestment is available and will, accordingly 
place a smaller investment in services which 
must be waited for than in services which 
can be extracted immediately. If this as- 
sumption is correct, then the depreciation 
to be recorded should follow the down- 
ward path depicted in the second and 
third columns of Table 1 even though, as 
was assumed in constructing this table, 
the matured economic value of the service 
rendered by the asset each year remains 
the same.? 

For present purposes the term. interest 
factor will be used in referring to the reason 
just described for the declining character- 
istic of the depreciation curve. 


COMBINATION OF DETERIORATION AND 
INTEREST FACTORS 


It now becomes apparent that if an 
asset will produce the same level of serv- 
ices (straight-line) in each period of its 
life, the depreciation curve for that asset 
must. nevertheless follow a downward 
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slope (decreasing charges). If, however, 
the asset suffers age debility and for any 
of a number of reasons may be expected to 
become less and less productive, its de- 
terioration factor should cause a further 
tilting of the depreciation curve. In other 
words, the two factors will combine to 
produce a slope the steepness of which is 
governed by the magnitudes of the interest 
factor and the deterioration factor com- 
bined. Traditional straight-line depreciation 
accounting could only in-rare cases faithfully 
reflect the real course of depreciation. 

For a composite example assume again 
that an asset is purchased for $1,000; as- 
sume a necessary rate of return of 20 per 
cent before taxes; assume a deterioration 
factor of 10 per cent per year and no sal- 
vage after a 10-year useful life. If the 
index number 100 is used to represent the 
service rendered in year one, then for year 
two the service is represented as 90, year 
three as 81, etc., with.each year’s service 
10 per cent less than that of the preceding 
year. If these index numbers are multiplied 
respectively by the present value of $1 at 
20% for one year, two years, three years, 
etc., and the resulting amounts are totaled, 
such total may then be treated as 100% 
and the percentage relationship of each 
element to the total then represents the 
proper depreciation rate for each year. 
Table 2 shows how the $1,000 of cost is 
assigned, under the stated assumptions, to 
the ten annual service units. 

* The percentages and corresponding amounts are 
found simply by adding together the present value of 
$1 at 20% for one year, plus present value of $1 at 20% 
for two years, for three years, and so on for ten years, 
which gives a total of approximately $4.17. Treat 
$4.17 as 100%. Year 1 with a value of $.83 is approxi- 
mately 20%; year 2, with a value of $.69 is approxi- 
mately 16%, etc. A 20% rate is used to allow a 10% 
return after tax of 50%. The figures are rounded off to 
convenient approximations. 

3 It should be noted that the series of depreciation 
percentages shown in Table 1 correspond exactly with 
the percentages which would be found under the rarely 

compound-interest method for the same asset but 
with the series simply arrayed in reverse order. One 


might thus labe! the method Revco, meaning reverse- 
compound- 


interest procedure. 
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TABLE 2 
Service Per Cent 
Yeor Cost of Total 
1 260 26% 
2 200 20 
3 150 15 
4 110 11 
5 80 8 
6 60 6 
7 50 5 
8 40 4 
9 30 3 
10 20 2 
$1,000 100% 


From Table 2 it is apparent that a 
straight-line depreciation rate of 10% 
would result in a significant undercharge 
of depreciation during the early, highly 
productive periods of the asset’s life, and a 
correspondingly significant overcharge to 
depreciation expense during the latter half 
of the asset’s life. While it certainly must 
not be assumed that the purchaser of the 
asset is equipped with the psychic power 
to predict the exact course of the asset’s 
serviceability, and changes in the deprecia- 
tion percentages.may.be required in the 
light of developing events, at least the 
depreciation program can be developed at 
the outset on a rational basis to represent 
the available knowledge of the probable 
service behavior of the asset as well as the 
economic interest factor. 

Again, an infinite number of combina- 
tions of deterioration and interest factors 
can be utilized. Also, salvage values can 
be introduced with no added complexity 
(though an interest factor should be ap- 
plied to them). 

The point of this proposed procedure 
may now be expressed again. It is be- 
lieved that, typically, the depreciation of 
an asset follows a decreasing-charge course 
resulting from a combination of deteriora- 
tion and interest factors. It is not enough 
simply to apply some arbitrary arithmetic 
expedient, such as sum of the years’ digits 
or declining balance depreciation, but 
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rather the depreciation curve should be 
constructed logically on the basis of ap 
assumed-rate of periodic service deteriora. 


_tion plus an assumed interest factor. 


APPRAISAL OF POPULAR METHODS 


It is easy enough to determine two 
points on the curves produced by the sum 
of the years’ digits and the declining bal- 
ance procedures; namely, the starting 
point and the ending point, or their ter- 
mini. But, what do we know about the 
courses of the curves from one terminus to 
the other? Are they gradual or steep? Do 
they follow a reasonable course? 

Little if anything has been reported by 
way of study of the behaviors of these 
curves. They may be appraised, however, 
by comparing them with the curves de- 
scribed in this article. Such a comparison 
can be performed visually by matching, 
for example, the sum of the years’ digits 
depreciation percentages for an asset 
alongside the percentages making up con- 
trolled curves which incorporate various 
combinations of deterioration and interest 
factors. 

In Table 3 an asset with a 10-year life 
and no salvage is again assumed. Under 
their respective headings are shown the 
annual depreciation percentages of initial 
cost which result from the use of the sum 
of the years’ digits and from the double- 
straight-line, or declining balance meth- 
ods. In the case of declining balance it is 
assumed that the owner shifts to straight- 
line procedure in the sixth year because of 
the tax advantage of the shift. In the re- 
maining columns are shown comparable 
depreciation percentages representing vat- 
ious combinations of deterioration (D.F) 
and interest factors (I.F.). These combina- 
tions have been chosen only to provide 4 
basis for appraising the sum of the years’ 
and declining balance percentages. 

In Table 4 a similar comparison is made 
but assuming an asset with a 20-year life. 
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TABLE 3 
COMPARISON OF DEPRECIATION PERCENTAGES FOR ASSET WITH 10-YEAR LIFE 


Sum of the Declining DF DF. DF. § DF. 1 
Year 12% 1.F. 20% LF. LF. 
1 18% 20.00% 16% 20% 23% 26% 
) 16 16.00 14 16 18 
3 15 12.80 13 14 15 15 
4 13 10.25 11 11 12 11 
5 il 8.20 10 10 9 8 
6 9 6.55 9 8 7 6 
; 7 6.55 8 7 6 5 
8 5 6.55 7 5 4 4 
9 4 6.55 6 5 3 3 
10 2 6.55 6 4 3 2 
100% 100.00% 100% 100% 100% 100% 


Whether or not sum of the years’ digits 
and declining balance procedures are 
reasonable depends, of course, on one’s 
appraisal of the magnitudes of the at- 
tendant deterioration and interest factors. 
It would seem that a pre-tax interest 
factor of around 20 per cent might well be 
defended in the case of the reasonably 
prosperous corporation which earns ap- 
proximately 10 per cent on tangible assets. 
The size of the deterioration factor must 


necessarily vary with the circumstances, 
but a range of five to ten per cent may be 
reasonable. 

As shown in Table 3, in the case of the 
asset with a 10-year life the declining bal- 
ance procedure shows slightly less acceler- 
ation than is found with a combination 
consisting of 5% for the deterioration fac- 
tor and 20% for the interest factor. The 
sum of the years’ digits percentages show 
somewhat less slope or acceleration. From 


TABLE 4 
CoMPARISON OF DEPRECIATION PERCENTAGES FOR ASSET WITH 20-YEAR LIFE 


Sum of the Declining pp D.F DF. D.F.5% D.F. 5% D.F.10% 
Yeors Years D.F. LF. 6% IF. 12% 20% IF. 6% LF. LF. 20% 
Percentages Percentages 
1 10% 10% 8% 12% 17% 12% 21% 25% 
2 9 9 8 il 14 10 17 19 
3 9 8 7 9 12 9 13 14 
4 8 7 7 9 10 8 10 11 
5 74 7 7 8 8 8 8 8 
6 7 6 6 7 7 7 6 6 
7 7 5 6 6 6 6 5 4 
8 6 5 5 5 5 5 4 3 
9 6 4 5 5 4 5 3 3 
10 5 4 5 4 3 4 3 2 
11 5 3 5 4 3 4 2 1 
12 4 3 4 3 2 4 2 1 
13 4 3 4 3 2 3 1 i 
14 3 34 4 3 2 3 1 
15 3 34 4 2 1 3 1 
16 2 3 3 2 1 2 1 
17 2 3 3 2 1 2 1 
18 1 34 3 2 1 2 i 
19 1 3 3 2 i 2 0 
20 ; 34 3 1 1 0 0 
100% 100% 100% 100% 100% 100% 100% 100% 
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this it may be argued that these two 
methods at least do not exaggerate the 
amount of depreciation and that, under 
appropriate conditions, it would not be en- 
tirely unreasonable to adopt one of the 
methods for both book and tax purposes. 

From Table 3 and Table 4 it is now pos- 
sible to gain some insight as to the severity 
of the slopes of the commonly used de- 
creasing-charges methods. For an asset 
with a 10-year life it appears that an inter- 
est factor alone of a bit over 12 per cent 
provides a curve which simulates the sum 
of the years’ digits curve or, otherwise 
stated, the sum of the years’ digits curve 
for a 10-year asset implies a built-in inter- 
est factor of something over 12 per cent be- 
fore taxes. The declining balance curve, 
with a 20 per cent rate applied to the dimin- 
ishing balances, reflects a built-in inter- 
est factor of approximately 20 per cent, 
assuming no deterioration factors. Table 4 
shows that for a 20-year asset the sum of 
the years’ digits curve suggests a built-in 
interest factor in the neighborhood of 10 
per cent, and the same is true of the declin- 
ing balance curve. 


ARE THE POPULAR METHODS REASONABLE 


For the asset with a longer life, more 
specifically the 20-year case shown in 
Table 4, the popular methods lag very con- 
siderably when compared with percentages 
resulting from the use of deterioration and 
interest factors of 5% and 20% respec- 
tively. This-would suggest that the use of 
sum of the years’ digits and declining-bal- 
ance procedures for tax purposes is ac- 
tually no bargain for the taxpayer; rather, 
that twice as much depreciation might 
reasonably be claimed in the earlier years. 
This relationship becomes even more 
marked, of course, in the case of assets 
with lives of 25 years or more. 


THE HALF-LIFE CONCEPT 


One further means of representing the 
degree of acceleration of a depreciation 
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curve might consist of adopting the term 
“half-life” from the physical scientists 
Half-life is used scientifically as a measure 
of the amount of time it takes for a radio. 
active element to lose one-half of its en. 
ergy. Applied to depreciation with some 
modification one might define half-life as 
the fraction of the asset’s whole life which 
has expired when one-half of its cost has 
been written off. Thus, by straight-line 
procedure half-life would always be at the 
point 50 per cent through the whole life 
since the asset is one-half depreciated when 
one-half of its service life has expired. If 
however, one-half of the cost is written of 
when only one-quarter of the life has ex. 
pired, one could state that the depreciation 
procedure resulted in a half-life of 25%. 

The sum of the years’ digits procedure 
results in a half-life of 33% in the case ofa 
5-year asset, a half-life of 31.5% for the 10- 
year asset, and approximately 30% each 
for the 15, 20, and 25-year asset. The de- 
clining balance procedure creates a half- 
life of approximately 28% for a 5-year 
asset, 31% for a 10-year asset, 32% fora 
15-year asset, 33% for a 20-year asset, and 
34% for a 25-year asset. 


CONCLUSION 
It is wrong to assert that straight-line 


depreciation properly accounts for the as f 


set which renders the same economic or 
physical service each period. Declining- 
charge depreciation accounting is wholly 
justified even though the periodic service- 
ability of the asset stays at its initial level 
It would seem almost to be mandatory 
whenever an asset is subject to a “‘deterior- 
ation factor.” 

The sum of the years’ digits and deciin- 
ing balance methods, now so widely used 
for tax purposes, may fortuitously appror 


imate real depreciation under certain cir f 


cumstances, but it would be preferable to 
develop declining-charge curves in whid 
proper allowances have been made for the 
factors of interest and service deterior 
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tion. In other words, use should be made of 
, “controlled” declining charges curve 
rather than the arbitrary sum of the years’ 
digits or declining balance curves. Wher 
there is no apparent deterioration facto 
theold-fashioned compound-interest curve 
with the periodic charges taken in rever 
order, would be appropriate—the Revco 
method. 

The sum of the years’ digits and declin- 
ing balance methods are probably not ex- 
aggerated in the amount of acceleration 
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which they provide, particularly in the 
case of assets with lives of 10 years or 
more. In fact, for longer lived assets the 
amount of acceleration might be consider- 
ably increased if the deterioration and in- 
terest factors were properly recognized. 

It would appear that much of the con- 
troversy over the nature of deferred in- 
come taxes could be happily dissipated 
were logical decreasing-charge deprecia- 
tion procedures used in the books of ac- 
count as well as in the tax return. 


INFLUENCE OF SALVAGE VALUE UPON CHOICE 
OF TAX DEPRECIATION METHODS 


Joun H. Myers 
Professor, Northwestern University 


declining balance depreciation for 
tax purposes whenever salvage value 
exceeds 13.52% of cost. For such a rule to 
stand there must be an examination of the 
underlying assumptions, law, and mathe- 
matics. The following paragraphs report 
upon the examination. The rule will be 
universal in its application only if the 
reader agrees with the assumptions. 
Assumptions: The fundamental assump- 
tion underlying preference for this method 
of depreciation is that the taxpayer would 
rather have a tax deduction now than 
later. The assumption of preference for a 
present rather than a future tax deduction 
is based on the following assumptions: 


[T° me propose as a rule: use double- 


1. Pre-depreciation income in the current and 
near-future years is large enough to yield a 
tax benefit from the largest allowable de- 
preciation deduction. It does not seem 
sensible to plan to reduce basis and to incur 
a tax loss in order to get net operating loss 
carry-overs. There may be certain cases 
where such is desirable, but I expect them 
to be rare. 

2. A tax deduction now is certain whereas one 
in the future is not certain. Although a de- 
duction for depreciation has been allowed 
since the inception of our income tax laws, 
there is no certainty that it will continue— 
especially in the present form. 

3. The rate of interest is positive; that is, a 
dollar today is worth more than a dollar in 
the future at stable price levels. 

4. The value of the dollar will not increase. 
Should the value of the dollar remain stable, 
assumption three will operate alone. Should 
the value of the dollar continue to decrease, 
the tax dollar saved now is worth even 
more than the tax dollar that might be 
saved in the future. 

5. Tax rates will not increase. Many observers 
believe the present 52% rate is a practical 


maximum. However, should tax rates in. 
crease, deductions in the future would be 
worth more later than now, if they are not 
offset by the factors in assumptions three 
and four. 

6. No excess profits tax will be reimposed, A 
large depreciation deduction now would not 
only give a smaller deduction later under 
higher rates, but also it would give a lower 
income-base against which to measure “er- 
cess.” 


Without going into an extended discus 
sion of the likelihood, I believe most 
readers will agree that assumptions two 
through six are likely to hold. Some com- 
panies, especially new ones, will not fit 
into assumption one. 

Law: Section 167(b) of the Internal 
Revenue Code states that the “term ‘tea- 
sonable allowance’... shall include... 
an allowance computed in accordance with 
regulations prescribed ... under any of 
the following methods: 

(1) the straight line method, 

(2) the declining balance method .. . not ex 

ceeding twice the rate . . . in paragraph (1), 

(3) the sum of the years-digits methods, and 


(4) any other consistent method . . . [whichis ; 


not faster than (2) during the first j of 
life].”’ 


This statement of the law is the basis of 
the mathematical comparison of the three 
specified methods of computation in this 
article. In all declining balance computa 
tions, the maximum of twice the straight- 
line rate has been used. 

Allowance for salvage value is met 
tioned in the Code, although seldom used 
in the mathematical comparisons com- 
monly made. However, the Regulations 
issued under the authority of this section 
of the Code state, with respect to the 
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straight line method, that “cost or other 
basis of the property less its estimated 
salvage value is deductible” (1.167(b)-1). 
Similarly, under the discussion of the sum 
of the years’ digits method, the Regula- 
tions state ‘‘cost or other basis of the prop- 
erty reduced by estimated salvage” (1.167 
(b)-3). However, no such statement about 
salvage is made in the discussion of the 
declining balance method. In fact, the 
Regulations state that “‘a uniform rate is 
applied each year to the unrecovered cost 
or other basis of the property . . . Such 
rate... shall not exceed twice the appro- 
priate straight line rate computed without 
adjustment for salvage” (1.167(b)-2). 
Later in the same paragraph, the Regula- 
tions reiterate that salvage is not to be 
taken into account in applying the rate. 
However, in establishing this principle, the 
Regulations at this point are careful to re- 
state the prohibition, first set out in 
1.167(b)-0, against depreciation below 
salvage value. 

Therefore, in order to make mathemat- 
ical comparisons that are in accord with 
the Code and the Regulations, we must 
work in the following framework: 


Amount to which 


Maximum 
Method Depreciation 
Rate is Applied Depreciation 
Straight line Cost less salvage Cost less salvage 
= bal- Cost less deprecia- Cost less salvage 
tion to date 
tonal of digits Cost less salvage § Cost less salvage 


Mathematics: When the Internal Reve- 
nue Code of 1954 first become law, a num- 
ber of people reported studies made of the 
behavior of the mathematics of the new 
liberalized methods. Typically, they stud- 
ied depreciation of total cost, ignoring the 
influence of salvage value. (Regulations 
had not yet been issued requiring recog- 
nition of salvage value.) Graph No. 1 sum- 
marizes the findings of these earlier 
studies. On the horizontal axis of each 
graph presented is plotted the year of life 
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of an asset and on the vertical axis is 
plotted the undepreciated balance of the 
asset cost at the end of each year of life. 

The undepreciated balance of the asset 
account under the straight line method of 
depreciation is illustrated by a solid line. 
That under the double-declining balance 
method (DDB) is illustrated by a dotted 
line, and that of the sum of years-digits 
method (SYD) is illustrated by the broken 
line! From this diagram (illustrating a 
twenty-five year life) we observe the many 
factors pointed out in the previous articles. 
The DDB balance is slightly below the 
SYD balance the first two years, meaning 
that, to the end of the second year, DDB 
has provided more depreciation in total. 
After the second year, the SYD curve is 
below the DDB curve illustrating that 
SYD has provided more depreciation in 
total than DDB. The two-year cutover 
point is true for all lives.” Just after the 

1 The lines on the graph may be expressed mathe- 
matically by the following formulae: 
Straight line 

n 


Double declining balance 


Sum of years digits 


(n—x)(n—x+1) 
n(n+1) 


where 


b represents the undepreciated balance at the end of 


n represents the life of the asset in years 


Because the lines are so close at certain points, I have 
taken the liberty of spreading them slightly’ and of 
a them to make the intersections stand out 


eet 6 under the DDB method is always less than 
b under the SYD method at the end of the em | year 
can be proved generally as follows: 


(n—2)(n—1) 


(Continued on next page) 
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Straight line depreciation 


— —— Sum of yeers digits depreciation 


years 
1 Undepreciated Balance of Asset Cost With Various Depreciation Methods 
No Salvage 


25 


5 10 1s 20 
years 
Wl Undepreciated Balance of Asset Cost With Various Depreciation Methods 
Salvage 


L 1 


5 10 15 20 
yous 
II “Undepreciated Balance of Asset Cost With Various Depreciation Methods 
40%, Salvage 


25 


middle of the asset’s life (again true for alj 
lives) there is a straight line drawn from 
the DDB curve to the zero salvage value at 
the end of life. This represents the allowed 
change-over from the DDB to straight ling 
at any time. The most advantageous time 
is that moment when a line from the sal. 
vage value to the DDB curve is tangent to 
the curve; i.e., touches but does not cross, 
A little experimentation with the graph 
will show that the new straight line is the 
lowest one possible from the DDB curve to 
zero salvage and, being the lowest, indi- 
cates that the most depreciation has been 
taken up to this point. 

The recognition of salvage value, how- 
ever, is the objective of this article. If there 
is a tiny salvage value of, say, 1%, the 
straight line and the SYD lines will be 
slightly raised, so that at the end of life 
they come to 1% instead of zero? The 
change would hardly be noticeable. The 
DDB curve is, of course, unchanged, be 
cause neither the Code nor the Regulations 
require the use of salvage value in deter- 
mining depreciation by this method. 


To prove: 
bpps<bsyp 
(n—2)(n—1) 


n 
(n+1)(n—2) <n(n—1) 
n?—n—2<n'—n 
—2<0 
The proof of the reverse relationship at the end of the 
third year is 


similar. 
? The formula for the ‘as and the SYD re 
maining balances become 


Straight line 
beste (:-=) 
n 


(n—«)(n—2x+1) 
SYD b=s+a 


where s represents salvage value as a percentage d 
cost (expressed in ratio form) and a=1—s. 


straigh' 
est of t! 
mediat 
provide 
the oth 
senting 
throug! 
lives. F 
line is 

year li 
only in 
the cro 
at the 1 
asset il 
ever, t] 
years 
the DI 
the ass 
the me 
is as h 
(It mi 
were a 
preclu 
Reven 
vage V 
the au 


600 
me 
\ Double declining belence depreciation gradu 
line. Th 
75 At th 
the au 
method 
80 tion ov 
% 
0 10 1S 20 25 
100 
. 
: 
n—2 n—1 
100 
years. 
the au 
than ! 
% 50 As 
autom 
and tk 
upwar 
slight 
SYD 
4? 


of the 
D te 


ge of 


Salvage Value and Tax Depreciation 601 


ine, now, that the salvage point rises 
gradually until it lies right on the DDB 
line. This is illustrated in the center graph. 

At this point where salvage value equals 
the automatic DDB balance, all three 
methods provide the same total deprecia- 
tion over the whole life of the asset. The 
straight line at all stages of life is the high- 
est of the lines, indicating that at all inter- 
mediate stages of life this method has 
provided less depreciation than either of 
the other methods. The broken line repre- 
senting SYD is close to the DDB line 
throughout the life. This is true for all 
lives. For lives of five years or less the SYD 
line is above DDB at all times. For a six 
year life the SYD line gets below DDB 
only in the fifth year. As lives get longer, 
the cross-over point moves forward coming 
at the thirteenth year of a twenty-five year 
asset illustrated in these diagrams. How- 
ever, the advantage of the SY D line in late 
years is not as great as the advantage of 
the DDB in early years. Therefore, under 
the assumptions listed earlier, DDB will be 
the method to use whenever salvage value 
isas high as the automatic DDB balance. 
(It might be advantageous even if salvage 
were a little lower, for use of DDB would 
preclude arguments with the Internal 
Revenue Agent about the size of the sal- 
vage value.) The accompanying table lists 
the automatic DDB balances for selected 
years. The longer the life of the asset the 
higher the automatic balance, but even if 
the asset were to have infinitely long life, 
the automatic balance would not be higher 
than 13.52%.‘ 

As salvage value increases above the 
automatic DDB balance, the straight line 
and the SYD curve continue to be moved 
upward along their entire length. Only a 
slight upward move is necessary before the 
SYD curve is above the DDB curve for the 
entire life even of long-lived assets.5 As 
long as salvage value is less than the auto- 
matic DDB balance, it has no effect what- 


Per Cent oF Asset Cost UNDEPRECIATED AT END 
or Lire WHEN Usinc DeEcLINING 
BALANCE DEPRECIATION 


Life of Undepreciated 
Asset Balance 


3 
+ 
5 
6 
8 
9 
10 
15 11.69 
20 
25 
50 
100 


The undepreciated balance for intervening lives, if 
needed, can be computed from the formula (1—2/m)* 
where » is the number of years of life of the asset. 


soever upon the DDB line. However, when 
salvage is greater than the automatic 
balance, the salvage value must be taken 
into account. The recognition of the higher 
salvage does not affect the computations of 
undepreciated balance except to put a 
floor to that balance. Year by year the 


4The automatic DDB balance at the end of an 
asset’s life is 
n 
(-2) 


n approaches infinity is 

5 On the twenty-five year life a 15% salvage value, 
for example, is so high that the SYD —_ does not 
come as low as the DDB curve at any po 

The minimum salvage value that will ~~ the SYD 
curve from falling below the DDB curve at any time is 
that salvage value which brings the curves to touch but 
not cross at some point. To determine this point 
mathematically, we must proceed as in finding the in- 
tersection of any two lines; i.e., set their equations 
equal to one another. An additional fact is that the par- 
ticular SY D curve we need is tangent to the DDB curve 
at a certain point. To recognize this factor we must set 
the derivatives of the two curves equal to one another. 
From these two equations with both the x and y factors 
unknown we should be able to determine the point of 
tangency. Knowing that, we would expect, with but 
little difficulty, to determine the y value (s) when x 
equals ». However, in the solution of the simultaneous 
equations it is not possible to isolate the unknowns. The 
values can be determined only by approximation. Since 
a precise solution cannot be found, the most practical 
course seems to be to approximate the salvage value 
needed from observation of the graphs and from trial 
and error work at that stage. 
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same depreciation can be taken as if the 
salvage had been zero, but the Regulations 
prohibit depreciation below salvage. Per- 
haps the illustration is a bit extreme in 
assuming a 40% salvage value, but it 
clearly illustrates the principle. The same 
DDB line with which we are familiar is 
used until it reaches the salvage value 
point. At that point the Regulations forbid 
further depreciation, so the line is perfectly 


horizontal for the rest of the asset life 
Clearly the DDB method has provided the 
depreciation earlier than have other per- 
mitted methods. Therefore, whenever sal- 
vage value is above the automatic DDR 
balance, DDB will provide the total depre- 
ciation earlier than will any other per. 
mitted method of depreciation, and th 
automatic DDB balance cannot, for any 
life, exceed 13.52% of cost. 
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r per SEARCH IN THE MEASUREMENT OF 
~ INCOME AND WEALTH* 
lepre. Myron J. Gorpon 
= Associate Professor, Massachusetts Institute of Technology 
r any rapid progress and those in which the prior 


of an economic entity’s income and 

wealth involves the discovery and 
in some sense the verification of principles 
or rules which will make the practice of 
accounting in the actual tasks of measure- 
ment more effective. The importance of the 
task and the inherent fascination of the 
subject have combined to make this among 
the most intensively discussed topics in 
accounting. In fact, some consider it the 
subject of accounting theory, and in this 
paper accounting theory will for brevity be 
used to refer to the theory underlying the 
measurement of income and wealth. 

The considerable volume of work on the 
subject of accounting theory during the 
last quarter of a century has born impres- 
sive fruit. By the early thirties, we had put 
historical cost as a basis of valuation on a 
sound logical foundation; since that time 
we have built and furnished the super- 
structure. However, we have also devel- 
oped impressive arguments in support of 
numerous alternative bases of valuation, 
so the accountant today finds himself faced 
with a poverty of riches. He has many 
theories to choose among, but he finds the 
criteria or tools for choice inadequate. 

It is not the purpose of this paper to 
compare the merits of alternative theories 
or to advance a new one. To put the matter 
differently, we are not interested in making 
substantive contributions to theory. 
Rather, our purpose is methodological—to 
examine the nature of theory construction 
and verification in the field of income and 
wealth measurement. Any intellectual 
discipline alternates between periods of 
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contributions are digested and feelers 
are put out in a number of directions in 
search of a new line of march. In such 
periods it is often useful to reflect on the 
things most taken for granted, the under- 
lying structure and methodology of the 
discipline, and possibly also to compare it 
with what goes on in related disciplines. 

Unfortunately, I am not an expert in the 
philosophy of knowledge or in scientific 
method, so that my treatment of the sub- 
ject cannot be undertaken on a high level 
of abstraction and rigor. My deficiencies in 
this respect will be compensated in part, I 
hope, by some knowledge of accounting. 
Therefore, there will be extensive reference 
to the subject matter of accounting theory, 
not, I repeat, to make contributions to the 
subject but to make clear the meaning of 
my observations on the nature of theory 
and of research in accounting theory. 


Theory and Research in Economics 


Among the first questions raised in the 
deliberations of the Committee on Ac- 
counting Theory were, what is an account- 
ing theory and what is research in account- 
ing? As you might expect, no simple and 
concise answers to these questions were 


* This is the third in a series of four papers based 
upon the work of the Committee on Accounting 
Theory during the two years ended December 31, 1959. 
These papers represent the views of their respective 
authors and are in no sense committee reports. The au- 
thor benefited considerably from discussions with his 
colleagues on the Committee—Charles Bastable, Carl 
Devine, Pau! Kircher, Maurice Moonitz, and Carl 
Nelson. Comments on an earlier draft by W. W. 
Cooper, Robert K. Jaedicke, Tsvi Ophir, and in par- 
ticular Maurice Moonitz, greatly improved the content 
and style of the argument. 
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found. This is as it should be, but there 
was enough difference of opinion to suggest 
that examination of practice in related 
disciplines might be instructive. Eco- 
nomics and psychology are the two fields 
considered closest to accounting, and 
since I am somewhat familiar with eco- 
nomics, my observations below will be 
confined to that field. 

Broadly speaking, economics is con- 
cerned with explaining and predicting (1) 
the behavior that man engages in to satisfy 
his material wants, and (2) the behavior or 
characteristics of physical objects as 
instruments for the satisfaction of these 
wants. Topics of interest include such 
diverse phenomena as the price and output 
of a commodity, the functioning of trade 
unions, the impact of seniority and busi- 
ness pension plans on the mobility of 
workers, the dividend policy of corpora- 
tions, and the conditions which favor 
change in the technology of production. 
Research on these topics includes the col- 
lection of information, the development of 
theories, and the verification of the theo- 
ries. The useful consequences of this re- 
search are normative statements of be- 
havior, i.e., rules for action whereby given 
ends may be realized more effectively. 

Among the nicest illustrations of an 
economic theory is the multiplier-accel- 
erator theory of national income determi- 
nation. This theory, the purpose of which 
is to explain the more or less periodic 
fluctuations we observe in the national 
income, may be presented in the form of a 
series of statements as follows: 

1. National income during a period is the net 
oo of goods and services during that pe- 
riod, 

2. Consumption during a period is the income 


used up in the satisfaction of the wants of 
the community. 

3. Investment is the income of a period that is 
added to the community’s wealth, ice., 
not consumed. 

4. The output of a period demanded for con- 


sumption depends on or is a function of in. 
come in the prior period. 

5. The output of a period demanded for jy. 
vestment is a function of the difference hy. 
tween income in the prior period and the 
period prior to that. 

6. Actual income in a period equals the output 
demanded in that period. 


To see how these statements combine ty 
provide an explanation of how incom 
fluctuates, let Y,, C,, and J, be income, 
consumption, and investment in period f 
Then from the statements (1), (2), and (3) 
we have 


(1) 


Statements (4) and (5) are behavior hy- 
potheses that may be stated more precisely 
as follows if the relations are assumed to be 
linear: 


(2) C,=at+d Yin, 
(3) T.=B( 


The coefficients or parameters a, b and § 
have the following meaning. The consump- 
tion in a period of a zero level of income is 
a, and the increase in consumption per unit 
increase of income is 6. The investment ina 
period is 8 times the amount by which 
income changed over the prior two periods. 

Substituting Equations (2) and (3) for 
C, and J, in Equation (1) we obtain 


(4) Vr). 


As this mathematical formulation makes 
evident, the theory states that income ina 
period depends on income in the two prior 
periods and the parameters of consumption 
and investment. Given this information, 
income in all future periods may be deter- 
mined." 

Deductive reasoning may be used to 
establish various properties of the theory. 


1 Equation (4) is a second order linear difference 
equation with constant coefficients. Its properties af 
explained in W. J. Baumol, Economic Dynamics, 
ed., Macmillan, New York, 1959, pp. 151-227. 
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forinstance, mathematical analysisreveals 
that successive values of Y, in Equation 
(4) will experience cycles only for certain 
values of the parameters b and 8 periodi- 
ally. In other words, for the theory to be 
valid as an explanation of fluctuations in 
income it is not adequate that the behavior 
postulates of statements (4) and (5) be 
tue. Analysis of the model also reveals 
that investment takes negative and not 
merely low values during contractions in 
the income cycle. 

The function of empirical research is to 
collect and statistically analyze historical 
data for the purpose of establishing the 
validity of the theory. Specifically, do con- 
sumption and investment vary as stated in 
Equations (2) and (3)? Do the empirically 
derived coefficients of the equations have 
the required values and does investment 
take negative values? As one would imag- 
ine, the empirical findings do not conform 
the validity of the simple theory presented 
above. The interaction of observation and 
reflection, however, have given rise to 
refinements in the theory which result in 
what many consider a correct description 
of the process by which fluctuations in 
income actually take place in our economy, 
one that is useful in policy problem deci- 
sions. 

The concise statement of the multiplier- 
accelerator theory and the use of mathe- 
matical notation may convey the impres- 
sion that the formulation and verification 
of economic theories is a simpler, more 
exact process than it actually is. Many 
theories, and particularly the more impor- 
tant ones, are not susceptible to precise 
mathematical statement in a meaningful 
way. Furthermore, difficulties in the design 
and execution of experiments in the social 
sciences and the error margins in findings 
from sample statistics frequently result in 
data that are consistent with two or more 
conflicting theories. In these situations, 
interest frequently shifts to the intuitive 


merit of a theory’s fundamental assump- 
tions and to the simplicity of the argument 
by which the conclusions of the theory are 
derived from these assumptions. For these 
and other reasons it is no easy task to 
arrive at a theory that commands wide- 
spread acceptance as true and useful. 
Nonetheless, theory and research have a 
relatively precise and satisfactory meaning 
in economics. A theory consists of a set of 
definitional, classificational, and causal 
statements that combine in a logical way 
to provide an explanation of how some- 
thing happens, and also of associated rules 
for testing and implementing the theory. 
Research in turn involves (1) the construc- 
tion of such theories, (2) comparative 
analysis of theories by deductive argument 
and appeal to reason, (3) the collection of 
relevant data, and (4) the design, execu- 
tion, and interpretation of experiments 
with the data for the purpose of verifying 
propositions that are implied by a theory. 
Definitions such as Statements 1 


through 3, by the way, may not be proven: 


true or false as is possible with the behav- 
ior Statements 4 and 5. Definitional 
choices are made according to their useful- 
ness in stating and testing a theory. 


Theory and Research in Accounting 


Turning now to accounting, do theory 
and research have the same meaning as in 
economics and the other social sciences?* 
We get no such picture from the textbooks. 
For the most part, they are concerned with 
practical rules or procedures for the treat- 
ment of various classes of transactions so 
as to measure the changes in income and 

The tl theory at greater length in J. R 
Hicks, A Contribution to the Theory of the Trade Cycle, 
Oxford University Press, London, 1950; D. Hamburg, 
Economic Growth and Instability, W. W. Norton, New 
York, 1956; and James Duesenberry, Business Cycles 
and Economic Growth, McGraw-Hill, New York, 1958. 


8 For an interesting examination of the relation be- 
tween (accounting an: economics, see Richard Mattes- 


sich, “The Constellation of Accountancy and Eco- 
AccounTING REviEw, October 1956, pp. 551- 
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wealth they bring about. On occasion, the 
text may state a general concept of income 
from which the practice follows. More 
often than not the practice is simply stated 
with the implicit assumption that it is cor- 
rect. If one or more other practices are also 
considered reasonable, they are also stated 
and the most common practice is noted. 
Such treatments of the subject matter are 
analogous to engineering manuals in which 
the objective is to instruct the reader in 
how to do it, and the writer’s knowledge of 
current practice is the authority for the 
instruction. 

The literature that may be designated as 
accounting theory deals with (1) the choice 
among alternative definitions of income, 
and (2) the measurement rules that follow 
from and implement or that supplement a 
definition.‘ With respect to the definition, 
we all agree with Hicks who defined “a 
man’s income as the maximum value which 
he can consume during a week, and still 
expect to be as well off at the end of the 
week as he was at the beginning.’*® Dis- 
agreement arises as to the operational 
meaning to be given to the phrase “‘as well 
off.” An approach to the problem is to 
make statements about the nature of 
business enterprise or the objectives in 
measuring their income and wealth that 
appear to be intuitively self-evident and to 
then show by deductive argument that 
these statements lead to a unique opera- 
tional definition of income. The statement 
of concepts in Chapter 2 of Paton and 
Littleton® is an attempt at this, i.e., to 
establish the validity of historical cost as a 
basis of valuation. 

Given a definition of income, the next 
task is to derive the measurement rules in 
various transaction areas that follow from 
it. This, for the most part, is the concern of 
Chapters 3 to 6 of Paton and Littleton’s 
work. Proceeding as they did, one may 
arrive at one or more transaction classes 
for which no unique measurement rule 
follows, i.e., the general rule breaks down. 


In these cases, a solution is sought by 
reference back to the nature of the fim, 
This approach, along with the use of other 
criteria mentioned below, is implicit jp 
much of the argument contained in the 
articles by Moonitz, Hill, Davidson, ang 
Graham’ on the accrual of income taxes 
when depreciation for tax purposes js 
accelerated by comparison with the depre. 
ciation charged in financial statements 
given to the stockholders. A choice among 
alternative practices may also be reached 
by reference to such criteria as objectivity, 
simplicity, stabilization of income, con- 
servatism, etc. Some of these criteria are 
reflected in the discussion of depreciation, 
intangibles, and losses in Paton and 
Littleton (pp. 84-96). 

Sometimes, choice between two solu- 
tions is indicated by examining the quanti- 
tative implications of their use in a special 
situation that is considered significant. If 
the numerical results under the specific 
conditions conform with our common sense 
notions as to how asset values or income 
should behave in one case and clash with 
these notions in another case, the analysis 
is considered evidence on the question. The 
comparison of income when production 
and sales do not move together under full 
cost and direct costing methods of inven- 
tory valuation is an illustration of this type 
of proof. 

The above discussion should be ade- 
quate to support the proposition that 

“A definition of income is a general basis of valua- 
tion such as replacement cost, while a measurement 
rule is a practice for dealing with a specific class of 
transactions. Straight line depreciation is a measure 
ment rule. It may or may not follow from a general 
definition of income. : 

5 J. R. Hicks, Value and Capital, Oxford University 
Press, London, 1939, p. 172. 4 

® W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards, American Account 
ing Association, 1940. 

’ The articles referred to, all in THe ACCOUNTING 
Review, are M. Moonitz, “Income Taxes in Financial 
Statements,” April, 1957; T. M. Hill, “Some Arg 
ments against the Inter-Period Allocation of Income 
Taxes,” July, 1957; Sidney Davidson, “Accelerated 
Depreciation and the Allocation of Income Taxes, 


April, 1958; and Willard Graham, “Income Tax Allo 
cation,” January, 1959. 
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accounting theory is largely deductive in 
nature. That is, we proceed directly or 
indirectly from postulates about the nature 
of business enterprise to definitions of 
income and measurement rules that truly 
reflect the income of the enterprise. The 
validity of the postulates is argued by 
description of business operations or by 
appeals to personal experience. Sometimes 
the theorist considers it adequate merely 
to state his judgment on the subject. 
Widespread resort to the unsupported 
statement that such and such a practice 
measures true income has led to a reaction 
against the phrase. Another factor in the 
reaction may be the rise of such philoso- 
phies of knowledge as pragmatism and 
logical positivism. We now want solutions 
that are useful, but unfortunately, we have 
had little if amy more success in the 
methodology of demonstrating the useful- 
ness of an income definition than in demon- 
strating the truth of a definition. A possible 
test of usefulness is usage, which may 
explain the considerable research in estab- 
lishing what business accounting practice 
is. 

Since we are concerned with the choice 
among measurement rules and not with de- 
scribing or predicting the behavior of the 
variables that are to be measured, there 
appears to be little room for empirical re+ 
search. It certainly is not immediately 
evident what data should be collected and 
what analysis of it should be undertaken to 
prove true or false a statement such as: 
advertising expenditures should be treated 
as expenses of the period in which they are 
incurred. The heart of the matter is that, 
we are concerned with the measurement of | 
income and wealth and not their determi- | 


nation, i.e., with how they will vary de- | 


pending on the firm’s course of action.® 
The latter question is the one that provides 
vast opportunities for theory formulation 
and empirical research. 

Of course, we need not be too unhappy 
about the deductive character of our 


research methods. Such methods are still 
widely used in economics and other social 
sciences, and they represent the funda- 
mental method of inquiry in ethics and 
other fields. Furthermore, through these 
methods we have created a considerable 
body of knowledge. In fact, one might 
almost say that our difficulties stem from 
the fact that we have learned too much. 

With due allowance for its brevity, the 
above may be considered a fair statement 
of existing practice in accounting theory 
and research.’ The next section will con- 
tain a statement of what practice should 
be. The proposals are not very radical, in 
fact all they do is suggest changes in organ- 
ization, emphasis, and approach to the 
material designed to make our treatment 
of it more systematic and rigorous. In the 
subsequent sections, proposals for change 
will be made that take us somewhat fur- 
ther afield. 


A Formalization of Existing Practice 


A general theory of income should begin 
with a definition of income that (1) has 
intuitive merit and (2) is capable of imple- 
mentation. Here are three definitions that 
may be considered to meet these criteria: 


(1) Income is the amount by which the sales 
revenue of a period exceeds the cost of the 
assets used up to obtain the revenue. This 
is the historical cost definition. 

(2) Income is the amount by which the sales 
revenue of a period exceeds the cost of re- 
placing the assets used up to obtain the 


®In some quarters, accountants who concern them- 
selves with measurement and not with business de- 
cisions are considered backward. There is no question 
that accountants should be familiar with business 
economics in the interest of being able to provide data 
that are useful for decision problems. Further, prac- 
tising accountants should participate in business 
decisions as a part of management to the extent war- 
ranted by their knowledge and judgment. The question 
at issue, however, is whether the development and 
testing of theories of price, uction, investment, 
and other decision problems of the firm should be con- 
sidered within the domain of accounting. If so, the ac- 

counting curriculum requires radical revision. 
* For a discussion of the subject that goes further 
afield, see Raymond C. Dein, “The Future Develop- 
Accountinc REVIEW. 


July, 1958, pp. 
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revenue. This is the current or replacement 
cost definition. 

(3) Income is the dividend during a period 
plus the amount by which the present 
value of expected future receipts at the 
end of the period exceeds the present 
value of expected future receipts at the 
start of the period. This is sometimes 
called the economist’s definition of income. 


Other definitions such as the purchas- 
ing-power-historical-cost one undoubtedly 
come to the reader’s mind, and still others 
may be discovered in the future. The above 
are adequate, however, to establish the 
point that there are numerous definitions 
each of which would appear quite sensible 
to the uncommitted mind. 

Given a definition of income, the theory 
consists, among other things, of deriving 
the practical measurement rules which 
follow from it. For instance, the historical 
cost definition of income implies that: 


(1) Assets should be valued at their 
(a) amount if they are monetary 
(b) cost if they are non-monetary. 


We are all familiar with how the definition 
leads further to such practices as the first- 
in-first-out method of inventory valuation, 
the recognition of estimated bad debt 
losses at time of sale, and the amortization 
of bond discount or premium over the life 
of the issue.!° 

In addition to deriving the practices 
which follow from the definition, a theory 
of income should identify the situations in 
which no unique practice follows. As indi- 
cated earlier, two situations in which the 
historical cost definition proves inadequate 
are: 

(1) Where a cost benefits two or more periods 

jointly. 
(2) Where a loss takes place, i.e., where a cost 


expires without being used to acquire the 
revenue of the period. 


Before considering what to do with such 
areas of indeterminateness, let us return 
to the basic definitions of income. 
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A task of theory is to provide guidance 
for choice among alternative definitions of 
income. One approach to the task ig to 
begin with the proposition that the income 
of a person or other entity is what he be. 
lieves to be his income, but that his cop. 
cept of his income depends on his circum. 
stances. The task of the theorist then is to 
set up various prototype persons and to 
establish what each such person considers 
as his income. 

To illustrate, a merchant is a person who 
buys merchandise with the expectation of 
reselling it at a later date at a higher price, 
His assets are money and money temporar- 
ily tied up in merchandise. In his activities, 
skill in buying the right merchandise at 
advantageous prices is essential to success, 
By comparison, conversion of the time, 
place, or physical characteristics of the 
merchandise are all easily arranged so that 
they are incidental to profitable activity. A 
farmer, on the other hand, acquires a stock 
of real assets for the proceeds to be had 
from employing them in a given field of 
production for an indefinite, long period in 
the future. The profitability of the farm 
depends on the physical characteristics of 
the assets and the skill with which they are 
employed in production. As a final ex- 
ample, a rentier simply acquires a stream of 
future payments. This stream of payments 
has an equivalent present value, meaning 
that it may be converted at will from one 
to another or to an equivalent different 
time distribution of payments. 

The task of the theorist is to demon- 
strate by logic, eloquence, and reference to 
experience—going into far greater detail 
than has been attempted in the above 
paragraph—that each prototype leads toa 
unique or at least unambiguous and opera- 


10 For an illustration of what I am talking about in 
greater but still far from adequate detail see my preset- 
tation of the measurement rules that implement the 
current cost basis of valuation in “Valuation of Ac 
counts at Current Cost,” THe AccouNnTING REVIEW, 
July, 1953, pp. 373-84. 
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tional concept of income. Specifically, a set 
of hypotheses are: the income of the mer- 
chant, the farmer, and the rentier are 


reflected respectively in the historical cost, ' 


the replacement cost, and the present 
value methods of measuring income and 
wealth. This is not the only way to estab- 
lish the validity of a definition: empirical 
investigations are also possible. For in- 
stance, given hypotheses such as those 
stated above, it may be possible to identify 
real entities that correspond to each 
prototype and question each on what he 
considers his income to be. It may be very 
dificult to design the questions so that the 
respondent does not merely tell you what 
he wants the tax authorities to believe. As 
an alternative, it may be possible to 
demonstrate by deductive argument that a 
person’s response to certain business 
events will vary depending on how much 
he thinks he can spend and remain “‘as well 
off.” If this is so, the concept of income 
used by an entity class may be inferred 
from the behavior of sample groups. 

There is still a third possible method for 
demonstrating the validity of a definition 
for measuring the income and wealth of a 
class of persons. In addition to the charac- 
teristics stated earlier, the theorist may 
posit objectives and behavior rules for the 
person and demonstrate by deductive 
argument that he will realize his objectives 
most effectively by using a unique defini- 
tion of income and wealth. More will be 
said on this subject later. 

Implementation of the research pro- 
posed above provides a basis for deciding 
on how to measure the income and wealth 
of prototype persons. It is what may be 
called pure theory. Knowledge of its results 
in the hands of wide men of affairs may 
directly lead to more effective practice in 
measuring the income and wealth of real 
persons. A more rigorous application of the 
theory poses additional problems. Business 
enterprise is a creature of society that 
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evolves in response to society’s needs, so 
that a corporation may be something of a 
mixture of merchant, farmer, and rentier, 
and a further task of research is to estab- 
lish which definition or possibly what com- 
bination of concepts truly reflects the 
income of various classes of complex 


entities. 


A few words may be appropriate here on 
certain other choice criteria. A definition of , 
income should be objective, clerically 
economical, and understandable in appli- 
cation. However, we are prone to identify 
these virtues with historical cost. Too © 
many of us close our eyes to the gaps in 
objectivity, to the clerical burdens, and to 
the tortuous logic of a procedure if only it 
relies solely on data derived directly from 
the accounts by conventional bookkeeping 
procedures. By contrast, all kinds of road- 
blocks are put in the way of a procedure 
that involves reliance on information not 
generated entirely by the accounts. I be- 
lieve that it is a mistake to maintain that 
some definitions do and others do not 
satisfy the above conditions. Through 
research, any interesting definition may be 
made operational and implemented in a 
form that satisfies the tests of objectivity 
and other similar standards. 

Returning now to a situation in which a 
definition of income does not yield a unique 
measurement, the first and foremost task 
of theory is to try to eliminate the indeter- 
minancy. The greater the number and 
importance of areas in which special rules 
must be adopted, the less efficient is the 
theory, since conclusions reached with 
respect to the general definition have only 
limited significance and must be independ- 
ently extended to each special area. How 
one goes about extending a general theory 
to a particular area is not easily stated, and 
many areas of indeterminancy may not be 
eliminated easily, if at all. The result is 
construction of theories of depreciation, of 
extraordinary gains and losses, etc. In 


| 
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developing one of these theories, the first 
task is to identify all the alternatives con- 
sistent with the general theory. Then, as 
indicated earlier, the choice among the 
alternatives proceeds along two lines. In 
one, the theorist compares the performance 
of the alternatives in trial situations that 
are considered of importance. If one alter- 
native may be shown to yield nonsense 
results under conditions considered com- 
mon, it may be eliminated from the admis- 
sible set. 

In the other line of inquiry, criteria with 
respect to the results of the measurement 
process, such as the normalization of in- 
come and conservatism, are established 
and the performance of the alternatives 
under these criteria are compared. The 
man of affairs may simply assume that 
certain of these criteria are valid, note the 
performance of each alternative under 
them, weigh the results, and proceed to a 
conclusion. The theorist, on the other 
hand, should try to establish which, if any, 
of the alternative practices reflects the 
process by which the prototype person of 
the general theory arrives at his income. 
The same methods of inquiry discussed 
earlier in arriving at the validity of a basic 
income definition for a class of firms may 
be used in selecting among choice criteria 
for measurement rules in sub-areas. Insofar 
as this is successful, the general description 
of the entity leads to a set of principles for 
the measurement of income and wealth, 
among which the definition of income is 
only the primary theorem. 

Since the similarities between the pro- 
posals just made and the practice described 
earlier may be more apparent than the 
differences, it may be advisable to note the 
important differences. First, the existing 
literature is concerned primarily with 
prescriptions for practice. The existence 
and work of the Committee on Con- 
cepts and Standards reflects this. The 
influence of such an objective must of 
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necessity be eclectic and pragmatic rather 
than theoretical. By contrast, it is pro- 
posed that we should be concerned primar. 
ily with the construction of complete 
independent theories without reference to 
the desirability of using bits and pieces of 
each in practice. The other major differ. 
ence is the greater emphasis proposed here 
on relating definitions and rules to con- 
cepts of the firms. Income is a sociological 
phenomenon and the validity of a set of 
rules for measuring an entity’s income 
must be found in the sociology of. the 
entity. 


An Illustrative Problem 


In the interest of further illuminating 
the approach to research in income theory 
just described, I will try to show that the 
historical and current cost definitions of 
income each lead to a unique treatment of 
the inter-period allocation of income taxes 
problem. The foundation will be a review 
of the relevant portions of the four articles 
on the subject mentioned earlier. 

To state the problem, how shall the in- 
come tax for each period be determined 
“where the year of recognition of income 
and expense is different for. book and tax 
purposes?” Moonitz begins with the as- 
sumption “that the income tax is an 
expense as in fact it is from the standpoint 
of the stockholder, for whom most pub- 
lished statements are prepared.”” The 
conclusion to which this premise leads him 
is that income taxes should be accounted 
for on an accrual basis. That is, the current 
tax rate should be applied to book income 
to arrive at the tax expense to be reported 
in the statements, and the excess of the 
expense over the tax paid should be ac 
crued as a liability. 

Moonitz rejects the argument that 4 
firm defers the tax forever through equip- 
ment replacement by noting that by 


Moonitz, op. cét., p. 178. 
Ibid., p. 176. 
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refunding a firm also never pays its debts. 
Hill disagrees and argues that 

Unless the expected time lag between the pres- 
ent smaller tax payment and the future larger one 
js short, the “liability for future tax payment” 
cannot be meaningfully stated at the absolute 
dollar amount of the expected future outlay. It 
must instead be carried at its present worth. 

... In the bond case, the periodic coupon pay- 
ments tend to be the primary determinant of the 

t worth, and the maturity date can often 
be extended indefinitely without significant ef- 
fect. In the tax case, since no such interim pay- 
ments are involved, the present worth calcula- 
tion is heavily dependent on the “maturity” 
date. In fact, it appears that in many of the more 
important cases the issue may, for all practical 
purposes, resolve itself for this very reason. If the 
expected time to ultimate offset is very long, the 
application of any reasonable discount rate will 
reduce the purported liability to a negligible 
quantity. 

Davidson continues and elaborates on 
the above argument by distinguishing 
between those firms that do and those that 
do not have a regular investment policy. 
“For a static or growing firm, current tax 
savings from this source [accelerated 
depreciation for tax purposes] will not 
adversely affect income tax charges of 
future years.” For the small group of 
exceptions to the going concern status, he 
supports “ . . . disclosure of any difference 
between the amount of depreciation 
claimed on the tax return and that shown 
in the income statement... . 

Graham disagrees with Hill and David- 
son. He notes that the permanent deferral 
of the tax through new investment in- 
volves “offsetting additions to the lia- 
bility’"* and he carries the positicn to its 
logical conclusion by asking “Can we take 
the extreme position that our éotal liabili- 
ties of a// kinds will never be decreased— 
that in a going (and perhaps expanding) 
business, maturing liabilities will always be 
offset by increases in other liabilities—that 
we will never need to make a met payment, 
and that we can therefore ignore all liabili- 
ties?’”"? He also questions the permanence 
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of the deferral by citing a number of abnor- 
mal but possible business events and 
observing that “‘... hardly amy business 
is free of all of the foregoing hazards, any 
one of which would cause segments of this 
liability to ‘mature’ and require payment 
of deferred taxes in such an amount that 
the total of accumulated tax deferrals 
would be reduced.’ 

The line of argument that supports the 
theorems stated at the start of this section 
should now be clear. If the firm is looked on 
as being a merchant: who engages in a 
series of independent purchase-sale trans- 
actions, the treatment of the tax question 


that follows is the one advocated by 


Moonitz and Graham. That is, when the 
expense of some future period, ‘+, may 
be recognized for tax purposes in #, the 
current period, the tax is paid in period 
t+-n and it is a charge against income in #¢ 
regardless of whether or not subsequent 
transactions bring about the deferral of an 
equal or larger tax payment in ¢+-n. This 
follows from the fact that the merchant’s 
income is revenue from the period’s sales 
less the cost of the assets actually used to 
realize the revenue, and the cost of the 
assets actually used are the basis for the 
tax computation. Each sale and its asso- 
ciated costs is considered independent of 
every other one. 

It may be held that Moonitz and 
Graham are in error in applying the nomi- 
nal tax rate to the book income in comput- 
ing the tax on period ¢ income. When an 
outlay in ¢+-» is a charge against income in 
t, the discounted amount of the outlay 
should possibly be the charge against 
period ¢ income. This is not in conflict with 
their fundamental position. 

Under the concept of the firm that leads 

8 Hill, op. cit., p. 360. 

4 Davidson, op. cit., p. 180. The phrase in brackets 


[bid., p. 20. 
8 Tbid., p. 21. 
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to the use of the current cost income defini- 
tion, the firm is not engaged in the pur- 
chase and sale of assets. Rather, the assets 
will be held for an indefinite, long period 
in order to enjoy the income from their 
employment. The turnover of inventory 
and depreciable assets is more apparent 
than real, and the changes in the value of 
these assets should not be confused with 
the income from their employment. This 
concept of the firm and definition of in- 
come lead to positions taken by Hill and 
Davidson. When tax-allowed depreciation 
exceeds the amount taken in financial 
statements, the tax accrual should be the 
net amount by which taxes are conse- 
quently expected to be increased in the 
future discounted to its present value. As 
Hill pointed out, the present value is not 
materially different from zero. 

If the above reasoning is accepted, it 
does not resolve the question of income 
tax accruals. Rather, it demonstrates that 
each of the alternative practices follows 
from a unique fundamental definition “of 
income. Which definition truly measures 
the income of a firm or a class of firms 
must still be established, but if one of the 
two definitions is found true for a class of 
firms, by the method discussed earlier, a 
solution is found for a number of prob- 
lems, including that of tax accruals. 


Pragmatic Approach to Theory 


In an earlier section, I argued that a 
person’s income is what he thinks it is 
with his thinking on this question deter- 
mined by his sociological characteristics. 
The task of the theory that followed was 
to identify different types of persons, and 
to derive the definition of income and 
other measurement rules that follow for 
each type of person. This may be called 
the idealistic school of income theory. In 
this approach, it may be noted, the role of 
empirical research is the design and use of 
questionnaires, laboratory games, or ob- 
servation models which permit discover- 
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ing what each class of persons considers 
his income. 

The alternative approach to be consid- 
ered now is the pragmatic one of provid. 
ing an entity with a definition of his in- 
come and wealth that enables him to max. 
imize it. To elaborate, the management of 
a firm operates it for a period of time, 
making decisions on the basis of informa- 
tion that includes the income of prior 
periods and the financial position at the 
start of the current period. At the end of 
the period, the accountant takes the 
transactions or events of the period and 
under a predetermined set of rules (inde- 
pendent of the period’s events) arrives at 
the period income and end of period finan- 
cial position. Subsequent decisions, and 
with them the income and wealth of fu- 
ture periods, will vary depending on the 
results reported for the current period. It 
follows that decisions, income, and wealth 
will vary from one period to the next de- 
pending on the measurement of income and 
wealth, and that the rules of measurement 
should be designed so as to yield the pre- 
ferred among alternative results. 

What is wrong with this argument? 
First, we like to think of a process and the 
measurement of the results of that pro- 
cess as being independent. Once the meas- 
urement rules are allowed to vary along 
with the action on the process, do not the 
former cease to have objective reality? 
For example, if we imagine that we are 
millionaires and act as if it were true, we 
end up in the poor house. This implies 
only that the accountant is restricted in 
his choice among measurement rules to 
those that provide an objective descrip- 
tion of what really took place and that 
rules once adopted may not be changed at 
will. A second objection is that it becomes 
difficult to disentangle differences that are 
real from those that are due to the meas 
urement rules. How serious a problem this 
is remains to be seen. 

Another objection is that the decisions 
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and events of the firm will not vary de- 
pending on the measurement of its income. 
This implies that financial statements 
contain no management information and 
their preparation is a waste of time. A 
more serious argument admits that deci- 
sions and events will vary depending on 
the information contained in financial 
statements, but doubts that we do or can 
know how they will vary and which meas- 
urement alternative is preferred. In that 
case, we can only have faith the best re- 
sults will obtain if income and wealth are 
truly measured. The function of account- 
ing theory should accordingly be as de- 
scribed in the previous sections. Whether 
or not this is true remains to be seen. 

To demonstrate the theory and research 
suggested by the pragmatic approach to 
valuation, let us consider a few illustrative 
problems. All will agree that a firm’s 
investment behavior should be based 
largely on the profitability of its invest- 
ment opportunities. Further, in evaluat- 
ing the profitability of an investment 
opportunity, it is commonly held that the 
firm should use current or expected future 
costs regardless of the method of valua- 
tion used in its accounts. However, the 
uncertain elements in any calculation of 
the profitability of an investment proposal 
are very large, so that in passing on the 
proposals presented to it for approval, top 
management may well in fact be influ- 
enced by its impression as to the general 
profit outlook. Finally, inventory profits 
and loss created by the use of historical 
cost valuation result in profit fluctuations 
that are unrepresentative of changes in 
business conditions. The conclusion is that 
replacement cost will reduce unsound 
short-run fluctuations in investment and 
contribute thereby to higher long-run 
profits. Although direct verification of the 
conclusion by empirical research would 
not be easy, it should be possible to estab- 
lish a good deal of information on the 
postulates from which the conclusion was 


reached. In particular, we should be able 
to establish whether or not the parameters 
of profitability estimates are influenced by 
realized profits in the immediate past. 

Alternative definitions of income may 
also be evaluated with the welfare of soci- 
ety as a whole in mind. One such theory 
is: (1) Business investment in inventory 
and equipment fluctuates with reported 
profits. (2) Reported profits fluctuate 
more under historical cost than replace- 
ment cost determination of cost of goods. 
(3) National income and employment 
fluctuate with business investment. If the 
stabilization of national income and em- 
ployment are in the public interest, then 
other things the same, the government 
should encourage the use of replacement 
cost through the income tax law and other 
means at its control. 

There is a counter theory, however, 
that the amount businessmen invest is 
related to the funds provided by opera- 
tions and not to the level of reported prof- 
its. Since reported profits are lower under 
LIFO than under FIFO during a period of 
prosperity, income taxes paid will be re- 
duced, and funds from operations will 
fluctuate cyclically more under LIFO 
than under FIFO.” It would seem that 
empirical research on the behavior of firms 
in setting their capital budgets should pro- 
vide some evidence on whether invest- 
ment is influenced by (1) reported profits, 
(2) cash inflow from operations, or (3) 
neither. Such research would provide the 
basis for informed judgment on which 
basis of valuation society should en- 
courage. 

Let us turn now to the subject of pric- 
ing. A theory here is that: (1) a firm 
should use current or expected material 
cost data in pricing, and (2) a firm on 


19 The subject has been discussed by le in public 
finance. See E. Cary Brown, Depreciation Adjustments 
an i utters, ects of Taxation on Inventory 
—- g and Policies , Harvard University, Boston, 
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LIFO will tend to do so, while a firm on 
FIFO will tend to use historical cost data. 
In the pure theory of the firm, the entre- 
preneur maximizes his profits by setting 
his price to equate marginal revenue and 
marginal cost, and every economist will 
tell you that in making this profit maximiz- 
ing calculation the entrepreneur should 
use opportunity cost as the basis of meas- 
urement regardless of the rules the ac- 
countant follows in measuring the firm’s 
income. Most economists agree, however, 
that the theory’s validity as a description 
of business practice is open to question. 

Recent research on the subject indicates 
that businessmen do not simply maximize 
profits. Rather, their objective appears to 
be the maintenance of a satisfactory state 
of affairs with profits as only one of the 
variables involved. I will pass over refer- 
ences to and a general discussion of this 
literature and simply state the hypothesis 
that it suggests to me with respect to the 
behavior of the firm. It is: (1) the firm de- 
velops a budget for the year’s income; (2) 
when actual income is running above the 
budget, income is subordinated to other 
objectives in the day-to-day decisions of 
the firm, and when income falls below the 
budget, pressure mounts to restore it to 
the satisfactory level; and (3) actual in- 
come is measured under accounting rules. 
If the above is true, a firm will go through 
the same process in arriving at a cost fig- 
ure for pricing as it uses in determining its 
cost of goods sold, and the prices charged 
by a firm will be responsive to the method 
of inventory valuation. 

Specifically, when material costs rise 
(fall), a firm on FIFO will tend to defer a 
price increase (decrease) until its low 
(high) cost stocks acquired at earlier 
prices are exhausted. On the other hand, a 
firm on LIFO will pass on a rise (fall) in 
material costs with little or no lag since 
the higher (lower) costs will be carried to 
the income statement immediately. A firm 
on FIFO may tell you that it develops 
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cost figures on the basis of replacement 
costs; but many of them will, at the same 
time, defer a price change until the exist. 
ing stocks are exhausted on the grounds 
that the profit picture does not require it. 

Given the above behavior on the part of 
a firm, we now must establish what inven- 
tory valuation and consequent pricing 
policy is optimal, i.e., maximizes its prof- 
its. In support of the hypothesis that cur- 
rent cost should be used in pricing, busi- 
nessmen I have talked to maintain that 
when material prices fall, buyers with- 
draw from the market until the savings 
are passed on to them. The seller who fails 
to pass on the price cut gets even less 
than his share of the dwindling market. 
Conversely, when material prices are ris- 
ing, demand is usually strong and the 
seller who fails to pass on the price in- 
crease merely fills his order book a little 
bit sooner. In other words, price flexibility 
is a good policy for the firm in order to 
obtain an adequate margin when volume 
is good and an adequate volume when the 
market is weak. 

In some industries, however, it is be- 
lieved that the buyer prefers price stabil- 
ity.° He is willing to forego price reduc- 
tions when material costs are falling in 
order to avoid price increases when mate- 
rial costs are rising, and a firm that follow 
this pricing policy will enjoy higher long- 
run profits through its superior customer 
relations, etc. If this is true, it may be 
shown that FIFO, which cushions the im- 
pact on the income statement of short pe- 
riod material price changes, is the pre 
ferred method of inventory valuation. 

To summarize, there are two critical 
questions: (1) Does the speed with which 
material cost changes are reflected in a 
firm’s income statement influence the 
speed with which they are reflected in 
product prices? (2) Is the speedy adjust 

2 cf. “Competitive Pricing, Policies, Practices and 
Considerations,’ AMA Management Report 
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ment of product prices to material cost 
changes good or bad for the firm? for the 
economy? If the answer to the first ques- 
tion isin the affirmative, the answer to the 
second is of interest to accountants. 

Pricing is, of course, based on other con- 
siderations in addition to cost, and one 
cannot simply go into a firm, look at data, 
and derive therefrom a conclusion as to 
whether it is using historical or current 
cost in pricing. It is also difficult to estab- 
lish the comparative impact on volume of 
alternative pricing policies. Nonetheless, 
it should be possible to design and imple- 
ment investigations to throw some light 
on this most important subject. 


Inira-Firm Income Measurement 


A discussion of the measurement of in- 
come and wealth that failed to consider 
the subject on the intra-firm level would 
be passing up the branch of the subject 
that without doubt offers the most prom- 
ising research potential. The growth in the 
size of the firm, the trend toward decen- 
tralization of authority, and the improve- 
ments in the technology of data processing 
open up tremendous opportunities for the 
employment of accounting as an instru- 
ment of management control. 

Decentralization implies the creation of 
sub-entities within the firm with the man- 
ager of each such entity given limited 
authority and responsibility for its opera- 
tion. Accounting serves the maintenance 
of control in a decentralized organization 
through the development of measurement 
rules under which each such manager is 
charged with the costs he incurs and is 
credited with the output he produces so as 
to yield an income statement -that re- 
flects his performance in the management 
of his sub-entity. Specifically, the costs 
and revenue of a sub-entity are defined so 
as to reflect the authority granted to the 
manager. 

The greatest progress in this respect has 
been in the use of standard cost systems to 


control production costs. Under a stand- 
ard cost system, each department man- 
ager is charged with the actual labor and 
material he consumes at predetermined 
unit costs, and he is credited with his out- 
put at prices which are based on these unit 
costs and standard usage rates. The re- 
sultant variances are simply an adminis- 
tratively created income figure for the 
sub-entity—a figure that reflects the man- 
ager’s performance in the area of his au- 
thority, the usage of labor and material. 
Through the use of semi-variable budgets 
which isolate volume variances, appro- 
priate definitions of income have been ex- 
tended to include overhead costs of pro- 
duction. We are all familiar with how such 
systems contribute to the motivation of 
subordinates, allow superiors to supervise 
under the principle of management by ex- 
ception, and provide other control advan- 
tages. 

Standard cost systems of this type, 
however, reflect a limited grant of author- 
ity to a department. Many factors that 
will influence the actual cost to a company 
of production in a department, will leave 
the department’s costs unchanged. That 
is, the company’s costs will vary depend- 
ing on the value of some variable, but the 
department’s standard costs will not.” 
Allowing a department manager to make 
decisions with respect to the variable is 
likely to be inefficient, because he is likely 
to give consideration only to the costs 
which are reflected in his report in making 
his decisions. Top management may con- 
tinue making decisions with respect to the 
variable, bt if the department manager 
is potentially able to make better deci- 
sions due to better information, ability to 
act more rapidly, etc., this is not the best 


21 A good illustration of this on the level of com- 
munity-company relations is provided by water pollu- 
tion by a mill. This is a cost to the community and 
not to the company. The community may regulate the 
company or it may contrive some tax (accounting) 
scheme whereby the company makes the decision but 
it considers the community’s cost in doing so. 
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solution to the problem. Partly in re- 
sponse to the limited scope of standard 
cost systems, there has been a movement 
to divisionalization of the firm on a profit 
center basis. This subject will be discussed 
further soon, but it is relevant to note here 
that the measurement principles cannot 
be extended to deal with intra-divisional 
control problems. 

These observations suggest that ac- 
countants should be able to design stand- 
ard cost systems so that a sub-entity’s 
costs reflect whatever delegation of au- 
thority top management wants to give the 
manager. A related objective would be the 
development of measurement rules to pro- 
vide sub-entity income statements for 
other than production departments. Some 
illustrative examples of possible directions 
this research may take are presented 
below. 

In some industries, the method of pro- 
duction should be changed in response to 
changes in relative factor prices. For in- 
stance, when the price of copper rises rela- 
tive to aluminum, the latter should be 
substituted for the copper in the manufac- 
ture of certain products. This is now ac- 
complished if at all by administrative 
decisions at a level above the plant man- 
ager, since the standard cost system gives 
him no incentive to change the factor pro- 
portions. Can and should the standard 
cost system be designed so that his vari- 
ances reflect both absolute and relative 
usage performance, meaning by the latter 
adjustment of production methods in re- 
sponse to relative changes in factor prices? 

The very important problem of inven- 
tory control is now commonly dealt with 
(1) by having a management staff group 
make item production and inventory level 
decisions, or (2) by having operating 
people make the decisions. The basis for 
the decisions in either case is historically 
proven rules of thumb tempered in their 
application by knowledge of the situation 
and judgment. Further, under either al- 


ternative, top management intervenes 
whenever the total inventory exceeds 
what, in its judgment, is the maximum 
permissible level. There has been consider. 
able dissatisfaction with the results due ip 
part to the subjective nature of the deci- 
sion rules and in part to the failure of the 
decision maker to consider all the relevan 
costs. There has in consequence been con- 
siderable interest in using the methods of 
operations research to develop models 
that may be used by a management staff 
group to make correct inventory and pro- 
duction decisions.” The complexity and 
detail of a company’s operations, how- 
ever, has often limited the effectiveness of 
such solutions. An alternative is to design 
the accounting system so that the produc- 
tion and sales people find it profitable to 
make product run, production level, sales 
effort, and pricing decisions that give con- 
sideration to the costs of carrying inven- 
tory, changing the level of output, etc. 
To provide a more detailed illustration 
of how intra-firm accounts may be modi- 
fied to provide sub-entity income state- 
ments, let us review a purchasing depart- 
ment proposal made earlier.” At the 
present time, material price variances are 
no indication of a purchasing depart- 
ment’s performance in buying material at 
advantageous prices or in avoiding specu- 
lation. The variance is simply the differ- 
ence between current prices and prices 
expected at the start of the year weighted 
by purchases of the period. If current 
prices are above standard, the only thing 
the purchasing manager can do to avoid 
the appearance of speculating unwisely is 
to stop buying and shut the plant down. 
What we want therefore, is a meaning- 


% See T. M. Whitin, The Theory of Inventory Manage 
ment, 2nd edition, Princeton University Press, Prince 
ton, New Jersey, 1957. 

*3 For a more detailed presentation of the theory 
see M. J. Gordon, “The Managerial Use of Data Ob- 
tainable in Conjunction with LIFO,” THE ACCOUNTING 


Review, Volume 31, April, 1956, pp. 239-243. 
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ful definition of speculation and a set of 
accounting rules that (1) produces no 
variance when the purchasing manager 
does not speculate, and (2) produces a 
yariance that reflects his gain or loss when 
he does speculate. Assume that there is 
some level of inventory considered desir- 
able or normal for the purpose of carrying 
on business. If this level of inventory is 
maintained throughout the period by 
covering each sale with a purchase, it is 
reasonable to say that the firm is not spec- 
ulating. On the other hand, we may say 
that a firm speculates by scheduling its 
purchases so that they lead or lag sales. 
For instance, if a firm raised its inventory 
above normal by 1,000 pounds in March 
and returned the inventory to normal in 
July, it has incurred a speculative gain 
equal to the amount by which the March 
cost was below the July cost of 1,000 
pounds. Similarly, if the firm went below 
nermal in March and restored the deple- 
tion in July, it would have made a specu- 
lative profit equal to the amount by which 
the March cost was above the July cost. 

Under this concept of speculation, the 
task of the accounting system is to dis- 
tinguish among operating profit (which is 
revenue less the current cost of goods 
sold), the change in the value of the nor- 
mal inventory during the period, and the 
gain or loss due to intra-period departures 
from the normal inventory. Only the last 
may be attributed to the purchasing de- 
partment under the concept of speculation 
just advanced, and a set of rules for iso- 
lating this variance are stated below. 

At the start of a period, say a year, top 
management designates a normal level for 
the material content of the inventory, and 
the purchasing department is charged 
with this quantity at its standard cost. If 
the actual inventory is above or below 
this quantity, the difference is charged or 
credited to the purchasing department at 
the current cost. During the year, the pur- 
chasing department is credited with the 


material content at current cost whenever 
a sale is made, and it is charged with the 
actual cost of purchases. At the end of the 
year, the department is credited with the 
normal position at standard, and it is 
credited with any excess over the normal 
position at the current cost. The conse- 
quence of these rules is that the balance 
remaining in the account will be zero if the 
inventory is kept at normal by covering 
every sale with a purchase (including the 
immediate elimination of an initial differ- 
ence from normal). On the other hand, if 
purchases lead or lag sales, there will be a 
profit or a loss in the account depending 
on the correctness of the purchasing de- 
partment’s price expectations. 

Probably the greatest amount of re- 
search and progress in the broad area of 
intra-firm income measurement for con- 
trol purposes is now taking place in the 
field of profit center reporting. The use of 
profit centers refers to the sub-organiza- 
tion of a firm in two or more semi-auton- 
omous divisions with the manager of 
each division given authority over sales, 
production, etc., for his product lines. The 
objective is to have him responsible for 
everything that influences the company 
profit on his product lines so that his in- 
come statement is real company profit and 
not an administratively created profit fig- 
ure. Among the advantages sought are 
avoidance of the bureaucracy connected 
with functional organization on too large a 
scale. However, the divisions are not made 
completely independent, and problems of 
transfer pricing and allocating the costs of 
common services arise. Discussion of al- 
ternative possible solutions to these prob- 
lems may be found in papers by Cook™ 
and Shillinglaw.* 


% Paul W. Cook, Jr., “New Technique for Intra- 
company Pricing,” Harvard Business Review, July- 


August, 1957, pp. 74-80. 

% Gordon Shillinglaw, “Guides to Internal Profit 
Measurement,”’ Harvard Business Review, March-April, 
1957, pp. 82-94. 
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SUMMARY AND CONCLUSION 


The major thesis of this paper may be 
summarized quite briefly. The work of ac- 
counting is the measurement of a com- 
pany’s income, wealth, and related data. 
A theory in accounting is a definition or 
rule for the measurement of income, 
wealth, etc. at some level of generality and 
the arguments that support the use of the 
definition. The arguments typically have 
the objective of demonstrating that the 
definition results in the ¢rwe measurement 
of income, etc. At times it is to demon- 
strate that the definition is useful, i.e., it 
helps realize some goal, often vaguely 
specified, in the administration of a firm. 

Theory as just described helps men of 
affairs select among alternative definitions, 
but it is generally recognized that a defini- 
tion cannot be proven true or false. Scien- 
tific criteria do not exist for selecting 
among alternative definitions. In other 
socia! science disciplines such as economics 
and psychology, definitions are not subject 
to dispute. The concern of a theory is to 
explain a social phenomenon such as the 
investment of a firm or the attitude of 
workers toward their foreman. The investi- 
gator is free to adopt the definitions that 
suit his purpose, and his theory is true or 
false depending on whether or not other 
objective investigators confirm the state- 
ments or predictions of his theory concern- 
ing the variables in question. 

An analogous approach to accounting 
theory may provide the long sought for 
criteria for establishing whether or not a 
definition is useful and thereby open up 
new opportunities for research in account- 
ing. Accounting data are information for 
the administration of a firm, and the 
decisions of stockholders, management, 
government, etc. may be expected to differ 
depending on the information about the 


firm provided by the accounting dats, 
Therefore, information, decision, and per. 
formance may differ depending on the 
measurement rules under which the infor. 
mation is generated from the raw history 
of the firm. 

An accounting theory may accordingly 
be defined as a set of statements: (1) the 
objective of a firm is to maximize the vari- 
able X; (2) the decision process by which 
the firm seeks to realize the objective is Y; 
(3) and Zz: are two alternative 
nitions of income, wealth, etc.; and (4) 
Z, results in a larger value for X given Y 
than Z2. The task of the theorist is to ar. 
rive at such sets of statements and demon- 
strate by deductive and empirical evidence 
the validity of the conclusion. The fact 
that X will vary depending on Z and not 
merely with Y presents logical difficulties 
that are more apparent then real. The real 
task is to systematize and generalize our Z 
type statements, take advantage of the 
work of economists and psychologists in 
arriving at X and Y type statements, and 
master the methods of research for proving 
statements about relations among vari- 
ables. 

Probably the easiest area of illustration 
and of research is that of intra-firm ac 
counting systems. Given the authority 
granted to a department manager and 
given his behavior (after we discover what 
it is), what set of rules for the measurement 
of his income will contribute most to the 
realization of a firm’s objectives—income, 
growth, security, etc.? This is not to sug 
gest the absence of opportunities on the 
level of the firm. I leave you with the ques- 
tion, does the aversion of a firm to bank- 
ruptcy and the bold decisions optimisti- 
cally evoked by favorable information 
justify some applications of the principleol 
conservatism? 
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EDUCATORS, ELECTRONS, AND BUSINESS 
MODELS: A PROBLEM IN SYNTHESIS 


GARDNER M. JONES 
Associate Professor, Michigan Siate University 


ny attempt to discuss objectively the 
question of what educators should 
be doing in adapting to new tech- 
nical developments must necessarily be 
prefaced with an explicit or implicit recog- 
nition of the framework within which 
educators operate and technical changes 
occur. Much argument and little lucidity 
characterize discussions of ‘‘what ought to 
be done” without a preliminary careful 
look at underlying causes. 

The first kind of dimension with which I 
should like to circumscribe this discussion 
is what we might call the dimension of 
atmosphere. This is an atmosphere of a 
“businessman’s culture” into which all of 
us are born and which governs most of 
what we do. 

The most pervasive feature of this at- 
mosphere is change. Change, in a commer- 
cial culture, equates to progress; something 
new, something different, is intrinsically 
valid. Change results in new markets, new 
jobs, new opportunities for investment and 
for profit. This enthusiasm for innovation, 
for obsolescence through social tempera- 
ment rather than through physical neces- 
sity, is so much a part of our conditioning 
that we hopefully embrace every new 
gadget, nostrum, or notion, whether social, 
medical, or managerial, without really 
critical examination. Our celerity in adopt- 
ing the newest wonder drugs, our eagerness 
to live in tri-level houses, our rapid transi- 
tion from mere record-playing to hi-fi to 
stereo, our quick adoption of style changes, 
all illustrate how basic change is to all our 
behavior. In education and in business too, 
we are subject to the same preoccupation 
with the new and different. In testing, 


someone a few years back came out with a 
new idea, machine-graded examinations, 
using a machine which read pencil marks. 
We adapted our testing methods to this to 
get quicker answers. Then we discovered 
“visual aids” which had their flurry of 
enthusiasm. And so on. In _ industrial 
management, there were the periods when 
“scientific management,” time-and-motion 
study, statistical quality control, direct 
costing, and a long list of techniques and 
gimmicks, rose to the ascendancy as “new” 
ideas commanding great interest. Most of 
these ultimately settled down to be ac- 
cepted as no longer glamorous but thor- 
oughly respectable members of the family 
of managerial tools. In more recent years 
we have heard much of blending the 
behavioral sciences into business, and now 
we are in the midst of a “management 
sciences’ boom. Or is it just a boom? Have 
we at last found what Dr. Forrester calls 
“a major breakthrough for decision- 
makers?” 

The point is this. Our whole system of 
doing business, of living itself, of educa- 
tional methods and educational content, is 
attuned to change. If accounting can be 
said to be an historical record of business 
practice, then economic theory is an at- 
tempted rationalization of business prac- 
tice, and prevailing economic theory 
reflects vividly the role of change (of inno- 
vation, if you want a prettier word) as a 
sine qua non in the continued successful 
operation of our economic machine. And 
some economic theorists hold that the rate 
of innovation must increase as we go along, 
to absorb investible capital generated by 
the machine. Then, relating this increasing 


619 


~* 
{ 
; 


620 


rate of innovation to the individual, it 
appears that each of us in a technical field 
must, in effect, keep running just to stay in 
place. One who has attempted to follow 
developments in computers with their 
ramified versions and applications finds 
this to be the case. And this is only one of 
the many narrow specialties which we, as 
business educators, not only find fascinat- 
ing; we are half-expected to follow them in 
such detail as to show proficiency in their 
use. 

A second characteristic of our “‘business- 
man’s culture” atmosphere is the primacy 
it gives to usefulness as a criterion for 
evaluating programs of any sort. The con- 
sequences of our preoccupation with prac- 
ticality are reflected nowhere more clearly 
than in our approach to what young people 
should study. Way back in 1904, Thorstein 
Veblen said that the permeation of the 
educational system with business princi- 
ples shows itself in an “insistence on the 
‘practical’ whenever the scheme of instruc- 
tion is under advisement.... Any new 
departure is scrutinized with this test in 
mind.”! Fifty-five years later the rule is 
still in effect; society is so organized that 
the means for “getting an income”’ is the 
paramount goal of entrants to colleges. 
One cannot really criticize the individual 
for this direction of his aims—his only 
alternative to training for earning a living 
through some specific skill is to live for 
his art, whatever it may be. This kind of 
life may be quite satisfying in one sense, 
but it is also likely to be a life of depriva- 
tion in terms of physical well being. Criti- 
cism of the industrial society is not my 
province even if I had the omniscience to 
weight its good and bad points. I merely 
want to point out clearly that we are irre- 
vocably committed by the necessities of 
economic life to education for use in prefer- 
ence to education for the sake of knowl- 
edge. There are, of course, a few individ- 
uals who by fortuitous choice of parents 
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have the independence of means to pursue 
the spirit of inquiry, untroubled by a lack 
of meat and drink and undisturbed by the 
consciousness of their dependent status, 
And there are a few schools which, to some 
extent at least, can ignore market de. 
mands. For most of us as individuals and 
as educators, the generalization stil] 
stands. 

A second dimension which I should like 
us to consider is that of amatomy—the anat- 
omy of business leadership. What makes 
business leaders is a question that some of 
our best minds have been probing for halfa 
century and we still don’t know the an- 
swer. Even our kindergarten teachers 
nowadays are drawing sociograms, dia- 
grams which show who are the leaders, the 
ones to whom others are drawn, the ones 
who are rejected, and so on. We can find 
out who the leaders are, but not why others 
choose to follow them. We can find out the 
characteristics of personality which seem 
to be possessed by large numbers of per- 
sons in positions of responsibility, but we 
do not know the mechanism whereby the 
characteristics are created in particular 
persons, nor how a given set of personality 
factors cause others to react in a leader- 
follower pattern. Becoming an executive 
seems to rest on much more than person- 
ality, moreover. Factors outside the per- 
son, time of arrival on the scene, choice of 
marriage partners, conditions of technol- 
ogy, war and threats of war, these things 
thrust some of us into positions where we 
have to act like leaders. Furthermore, 
when we attempt to generalize about the 
kind of personal magnetism, drive, persua- 
sive ability, and intellectual agility re- 
quired for one to be a leader, we find that 
almost every head man is an exception in 
one way or another: he is annoyingly 
aggressive and a tyrant rather than mag- 


1 Thorstein Veblen, The Theory of Business Enler- 
prise, New York: Scribner’s, 1904 (Mentor Books 
Edition, 1958) p. 181. 
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netic; or he is a quiet soft-spoken fellow 
rather than a persuader or driver; or he 
blunders his way through to the presidency 
of his firm, and succeeds in spite of his 
apparent ineptness. My own early experi- 
ences as an hourly-rated employee in large 
manufacturing plants have produced what 
isprobably a jaundiced viewpoint; that the 
man who gets to the top in such organiza- 
tions is a hard man who arrives by stepping 
over the fallen bodies of the less aggressive. 
He is basically insecure; he is afraid of 
those of his subordinates who are aggres- 
sive as he is; but his fear is cloaked under a 
mask of authority, bluster, coldness, or 
bravado. He is ruthless as the industrial 
baron of an earlier day, but his ruthlessness 
is well concealed under a veneer of gen- 
tility. The most polished and urbane 
among us still rises via jungle tactics, 
covertly employed. 

It is difficult to be sure about what con- 
stitutes a satisfactory definition for a 
leader in business; we tend to equate it to 
the holding of a position of responsibility. 
These are not necessarily equal. 

Over the years, we have learned a lot 
about the behavior of people in groups, and 
how to make the path of administration 
more smooth by our knowledge of forms of 
motivation, of the use of direct and indi- 
rect incentives and symbols, and so on. In 
the colleges now we talk a lot about “‘devel- 
oping leaders for tomorrow.” I am not 
convinced that we know as yet what really 
makes a leader a leader; in other words, 
how to create leaders. So far, we are able 
only to recognize some of the surface evi- 
dences in youth, and to cultivate the indi- 
viduals who possess those evidences. 


The Concept of Functional Integration 


A dimension which forms the third side 
of the framework for these remarks is 
integrity. I do not mean the integrity of 
character which is the finest human virtue 
next to godliness. I mean the unity, the 
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interdependence of functions that makes a 
business, the closely woven matrix of sales 
effort and stockholder relations, of the skill 
of patternmakers, the brute strength of 
giant presses, and the midnight oil of the 
book balancers. These myriad functions 
and duties and activities are integrated 
into a complex which we call ‘‘a business.” 

A lot of us forget that accounting, or 
marketing, or production control, or pro- 
duct engineering, is only part of this com- 
plex. Marketing people become so obsessed 
with getting volume, or per cent of the 
market, or with diversity of offerings, that 
profitability, or the economy of production 
runs, or some other aspect of operations is 
ignored. Accountants take so seriously the 
business of cost minutiae that production 
foremen wish they’d stay away. Produc- 
tion men want to avoid the personnel an- 
noyances of uneven production, forgetting 
that the fickle public is like a school of 
fish—you have to catch them when they’re 
biting, and that it is expensive to tie up 
capital in stuff that you can’t sell right 
away. Others are so concerned with the 
“corporate image” that internal manage- 
ment needs are subordinated to a public 
relations emphasis. I am afraid that we in 
the colleges are so steeped in our own par- 
ticular specialties that we are parties to 
this failure to recognize the integrated- 
activity nature of the business firm. Peter 
Drucker tells us that there are only one or 
two schools in the country where a cohe- 
sive theory of management as a science is 
being developed, emphasizing that an 
enterprise is a system of many interde- 
pendent parts.? Whether or not we agree 
with Mr. Drucker, as to what the colleges 
are accomplishing, we cannot disagree on 
the importance of seeing our own special- 
ties as crucially interrelated and interde- 
pendent. 


2 Peter Drucker, Ahead,” Harvard 


“Thinki 
Business Review, Vol. 37, No. 1 Jan-Feb. 1959, p. 26. 
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The Role of Electronics in Training for 
Business Leadership 


Now let’s turn to the question of the role 
of electronic gadgetry in the training of 
tomorrow’s businessmen. I raise the ques- 
tion of electronic devices and methods, not 
because these are especially significant in 
themselves, but because the question of 
this one specialty is symbolic of a whole 
series of questions. Let’s assume that by 
some process of selection, we have obtained 
a class of bright young students, many of 
whom exhibit the characteristics of per- 
sonality, energy, and intelligence which 
lead us to hope they will become business 
pioneers, captains of industry and finance, 
the decision-makers of 1980. To what 
extent must we (indeed, should we?) em- 
phasize computers, programming, admin- 
istration by formula rather than by feel? 
What should be in the bag of tricks that 
the graduate carries away? 

Let’s go back to one of these features of 
environment. 

If I am right about change being a pre- 
ponderant characteristic of our economy, 
how long will specific skills of computer 
programming, accounting for variances, 
statistical manipulations like Monte Carlo 
methods, techniques of setting refined 
incentive pay systems, and so on, be of 
lasting value to the fellow who carries these 
away in exchange for four years’ tuition? 

But at the same time if I am right about 
practicality being the measure of our offer- 
ings, if the means of making a living must 
take precedence when cap and gown are 
laid aside, can we very well maintain that 
our only purpose is to “teach them to 
think?” The box full of abilities that puts 
one’s name on the interview list has a label 
which reads “accountant” or “statistician” 
or “mechanical engineer” or something 
else very specific. Immediate utility may 
not be the basis for purchase, but it’s what 
gets the customers to looking at the mer- 
chandise. 
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But managing a business is not done og 
the basis of what is contained in only one 
set of handy tools. Management includes 
an imagination, one which may call op 
many sets of tools. It can choose the appro- 
priate tool or combination, and if there jg 
none suitable, it can devise a new tool to 
fit. Accordingly, perhaps our job is not to 
give students a bag of tricks, but to teach 
them how to invent their own bag of 
tricks—an infinitely more difficult teaching 
assignment but better, in the long run, for 
them and for society. 

The integrated unit that is a business 
requires an insight into its nature that can- 
not be the product of training in one nar- 
row aspect of its functioning. Somehow 
we must place at the core of this training 
the recognition that decisions to take 
business risks are the rock-bottom founda- 
tion upon which business rests, and that 
this risk-taking involves the total business, 
not just accounting or sales or production 
or research. 

These decisions, always made on the 
basis of partial knowledge, govern who in 
business will be recognized as successful, 
who will be the also-rans. Essentially, the 
leaders in business (according to our ad- 
mittedly inadequate definition of leader- 
ship) are the ones who have consistently 
made the most astute decisions. 

Perhaps, then, if, as we profess, our pur- 
pose is to produce future leaders, we should 
be aiming at the decision-making process. 
We should analyze it, find out what it is, 
what there is in it that can be communi- 
cated successfully or experienced vicari- 
ously. What is the mental process that goes 
on in the mind of an executive? Our “be- 
havioral scientist” friends emphasize the 
social or group nature of the business as 4 
social organism. This group structure 
admittedly must have some strong bearing 
on executive behavior and on what a top 
executive decides the business is to do. But 
executive decisions are made by individ 
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uals, not groups. The necessity in business 
for decisiveness in action rules out group 
decision as ineffective in dynamic organi- 
zations. So how does the individual in a 
position of responsibility make up his 
mind? How do his wheels turn? This we 
don’t know. When we do find out, and can 
teach others “how to do it,” we should 
find some way to practice making many- 
sided business decisions without wrecking 
any real business to do it. 

I think we can, and many of us do, build 
into our problems and cases a decision- 
making approach. By moving beyond the 
bare mechanics of, say, finding material 
and labor usage and price variances, we 
can make the background of the problem 
such that a recommendation for action 
must follow, backed up by the quantitative 
analysis. Somehow this approach seems to 
do two things: it induces a much more 
incisive approach, a more thorough analy- 
sis by the better student, and it challenges 
the less ambitious student to go beyond the 
mechanics. This approach is certainly 
nothing new; some of the schools which 
have long had reputations of quality of 
output have practiced this approach for 
years without making any great to-do 
about it. Its effectiveness is largely a reflec- 
tion of teaching skill in getting students to 
attack the problem from all angles, to find 
all the factors that have bearing on the 
decision to do something. And it only 
works if the teacher himself is willing to 
take the effort to wring the problem dry. 
This kind of an approach, maintained 
persistently, leads to a frame of mind that 
accepts penetration of subject as a prelimi- 
nary to making recommendation; and that 
practice in problematical decision-making 
(including some wrong decisions) is a con- 
ditioning toward acceptance of responsi- 
bility, rather than avoidance. 

Now let us ask if the acceptance of re- 
sponsibility for taking risks is going to be 
more or less important as time goes on. We 
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don’t know the path that events will take 
over the next two decades; we can only 
guess. For the sake of going on we must 
assume, as all humanity must do, that we 
will not make the mistake of mass self- 
destruction now that we have the means 
for it. We can make some conjectures 
about what business might be like twenty 
years away. From recent history, we can 
anticipate increasing aggregations of capi- 
tal as a necessity of large-scale, technical, 
complex production; therefore, although 
the degree of risk for a particular produc- 
tive venture may be not greater than now, 
the amount at risk will mount. Thus the 
pressure will be ever greater to narrow the 
areas of uncertainty in risk-taking, to 
quantify and evaluate every possible factor 
that will have bearing on a risk decision. 
To establish with any degree of assurance 
what these factors are and how they relate 
to success or failures, we need to know a 
lot more about the nature of enterprise 
success and enterprise failure—not just the 
fact that particular businesses made it or 
not, but the thinking and the decision pro- 
cesses that led to particular good or bad 
consequences. I, for one, should like to see 
some exhaustive studies of particular busi- 
ness failures, with a pinning down of all the 
discernible factors behind the event. I 
think we could learn a great deal about the 
weaknesses, the ill-considered or unconsid- 
ered factors behind the managerial mis- 
takes that led to ruin. 

We have not come very far in this par- 
ticular understanding even though we have 
reduced to measurement many important 
questions which we could not handle not 
too many years ago. For instance, we can 
measure statistically the probable cost of 
lost sales opportunities with given inven- 
tory levels—something which at one time 
we (accountants) would not have consid- 
ered measurable. After repeated infusions 
of statistical method, we have begun to 
assimilate enough probability theory (at 
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least in its applied form) to make some use 
of it for making estimates of this sort. 

We are growing increasingly analytical, 
and there is every reason to believe that we 
will continue to do so. This is why we are 
uncertain about our feeling about teaching 
quantitative “gimmicks.” On the one 
hand, we feel that their applicability is 
limited, they will be superseded in time, 
and we should mislead our graduates if we 
taught these as the final answers to mana- 
gerial problems. At the same time, we 
know that present analytical tools are the 
bases on which new tools and more sophis- 
ticated techniques will be erected. 

Another conjecture that can be made is 
that while people grow more dependent 
upon each other and upon the enterprise of 
their employ, they will grow more inde- 
pendent in terms of their attitudes toward 
the establishment. We have such a high 
level of mobility in our work force, people 
can afford to be independent. The execu- 
tive will govern more by induction than by 
command. This likelihood will place in- 
creased emphasis on the “people” element 
in leadership, on the means for balancing 
the broad and sometimes conflicting inter- 
ests and views of groups within the 
business. It is toward this end, the doing 
after decision-making, that some of our 
schools have undertaken to find a “science 
of administration.” 

The supposition that there is a science of 
administration goes much further than we 
have ever gone, because we have been 
concerned mainly with the art and practice 
of administration. If we are ever to dis- 
cover how to produce managers for the 
increasingly complex world of business, it 
seems that we must find out what the rules 
are whereby managers manage, and what 
in education is basic to this process. I don’t 
think any of us know the answer; we are 
still groping. It is still too early in the 
century to know if certain eastern schools 
(which have been at it longer) have found 
the key to the science of administration. 
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Where do electronic computer systems 
fit into this picture? I think that they are 
an incidental, but fascinating, part of a 
much larger systems picture. As for present 
uses of EDP in business, we run heavily to 
clerical chores, doing electronically someoj 
the humdrum daily routines. I doubt very 
much if specific training in how to do these 
humdrum jobs can make a really founda- 
tion contribution to “broad’’ educations, 
except in terms of linking something famil- 
iar (payroll or billing procedure) to some. 
thing unfamiliar (computer processing), 
There is some learning value here and we 
cannot ignore the importance of there 
being people able to put ideas to work; 
there have to be skilled ones who can pull 
down high ideas out of the stratosphere 
and incorporate them into the necessities 
of every day business life. Even so, the 
importance of getting into computer sys 
tem instruction lies in the word system 
rather than in the word computer. An 
accounting system, a marketing system, a 
production control system, a telephone 
company network, all have some common 
characteristics, and it is this general sys 
tem with which we should be concerned. 
An accounting systems approach is a way 
for accountants to get moving toward a 
generalized system concept, and a com- 
puter system approach is one aspect of 
accounting systems. In other words, our 
approach to computers must be as a meals 
to an end, not as an end in itself. I am 
afraid that a large number of the forty-plus 
college installations have been based on the 
computer as a gadget rather than asa tool 
for use in a larger (management) system, 
although not many will admit this. 

I think this view of a computer as 4 
gadget rather than an extremely useful 
slave in a larger management system in 
itself explains why, in the colleges, much 
more use has been made of computers by 
the mathematics, engineering, and physic 
people than by the business people. We 
have had such limited perspective that we 
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seeaa computer only as an adjunct to what 
we do in our particular department rather 
than as a medium for tying together activi- 
ties of many departments. They (physical 
scientists) have a great many problems 
which by any earlier methods of computa- 
tion are too time-consuming; but even so, 
these problems have definite boundaries 
and involve data that at least are assumed 
to be precise. They could make good use of 
a computer as a gadget—another calcu- 
lator, a bigger one, but still a calculator. 
There are few of the kinds of problems with 
which we deal that can be so nicely de- 
limited. Many of our problems have so 
many loose ends that we are only begin- 
ning to learn to tie them down through 
operations research and related exotic 
methods. And we are only beginning to 
really get across the lines of department or 
discipline which have been barriers. 

Then how far should we go into the 
details of computers and computer sys- 
tems? And the only answer, as I see it, isa 
question: Out of the total time that you 
have a student, how much of his time can 
you afford to spend on the details? How 
much time can you afford to spend on 
special journals? On the refinements of 
variance accounts in cost accounting? On 
partnership accounting? On LIFO, FIFO, 
NIFO? On consolidated statements? On 
the law of contracts? 

And I think that we might arrive at the 
conclusion that the amount of time on 
details in any of these areas is not the same 
for all schools—we do not all have the 
same purposes. We need not all have the 
same purposes. There is nothing inherently 
wrong in some schools producing account- 
ing technicians or purchasing agents or 
specialists in production control iF these 
schools and the public they serve recognize 
clearly that they are doing just that, and 
are not self-deceived that they are dealing 
in a “science of administration” or “train- 
ing future executives.” Likewise, it is quite 
right that some schools have a much 


broader, more general training as their 
purpose, and pursue this primary objective 
without trying also to compete in a com- 
mercial sense with vocationally-minded 
schools. A kind of fuzzy understanding 
about which direction a school is to take is 
likely to make its faculty end up in a state 
of academic schizophrenia. 

If we are committed to an educational 
approach in which usefulness is para- 
mount, then by all means let us have 
detailed courses in computer-coding and let 
us train programmers; let us teach specific 
systems. If we are committed to the other 
approach, then let us only go to the extent 
of detail that will serve as a tool in ap- 
proaching broader problems. I think, how- 
ever that, at some point in the curriculum, 
a treatment of the business organization as 
an action system will help tremendously in 
cultivating a consciousness of the integra- 
tion of functions. Putting flow into organi- 
zation charts, showing how things happen 
(like engineering specification, ordering, 
purchasing, cost distribution, and pay- 
ment), makes an action system out of what 
is otherwise a static roster of titles and 
functions. 

This sort of cultivation of an interfunc- 
tional, interdisciplimary attitude is, as far 
as I am concerned, of much more impor- 
tance in either kind of a school than is 
detailed hardware and coding training. 


Faculty Education 


I think we may take a slightly different 
approach to faculty education in “elec- 
tronics for business.” The competent 
faculty member, to be able to treat his 
subject area as a part of a larger whole, 
must be a specialist in half a dozen areas. 

He cannot be a peddler of insipid gen- 
eralities. To really know how things fit 
together, he has to know them all in detail. 
The ever present danger is that he will 
regard his specialty as the tail that wags 
the dog. 

One of the quickest ways to relieve him 
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of this impression is to play a so-called 
management game. I have watched people 
from the various areas of business playing 
this game. The marketing man goes for 
volume, low prices, and a big per cent of the 
market. The cost accountant goes for 
production at capacity, low unit produc- 
tion cost. The production-minded man is 
interested in maintaining plant capacity 
and in low unit production cost. The man 
with a financial background wants maxi- 
mum dollar profit and to protect the cash 
position. The investment man looks after 
the stockholders—wants to be sure we 
distribute dividends. And so on. The one 
big realization to be gained from manage- 
ment gaming is the balancing of all these 
ideas. I think every business faculty mem- 
ber should play one or more of these 
games; and during the business student’s 
academic career he should have the same 
balancing experience, dealing with a 
limited business model. 

Secondly, I think that business faculties 
should acquire an understanding of gen- 
eralized communication systems and gen- 
eralized control systems; only then will 
they begin to recognize the system with 
which they are individually concerned as 
subject to a common set of characteristics 
and rules. One of the steps of moving 
toward a “science of management” (if such 
there be) is to recognize such a group of 
precepts. 

Further, by recognizing a set of system 
principles, I think it will be easier to cross 
departmental lines in our thinking, by 
recognizing the same type of skeleton as in 
our own kind of system, even though it is 
hidden under a different garment. 

Also, by seeing the -ommon character- 
istics of several systems, we can construct 
by imagery what we might call process 
simulators which help to explain to others 
the workings of our process. Whether you 
talk in terms of a set of accounting records, 
a college registration, a machine shop, or a 


whole business, you can talk in commo 
terms. The same theory of control applies 
the same executive furctions of planning 
decision, and doing, the same necessity 
for measurement and evaluation of pr. 
sults. 

Computer systems have an important 
place to play in this part of faculty educa. 
tion and ultimately in student education 
for management. The scope of these kinds 
of systems is so large that only high-speed 
processing systems can let us experiment 
with whatever ideas we dream up. We can 
fly businesses many times without the 
danger of getting hurt by crashing. I think 
as we become more sophisticated in refin. 
ing management games and process simu- 
lators, we will be able to deal more and 
more with the unpredictables that affect 
business results. We will be moving slowly 
toward discovering a real “science of 
management.” 

How are faculty members themselves to 
keep pace? For a few of us, the Ford 
Foundation has provided some generous 
and badly needed help. For the most part, 
however, it rests with the individual. No 
one else can develop for any of us the tools 
of quantitative analysis, nor the perception 
of human behavior, nor the familiarity 
with industrial processes, nor a working 
knowledge of manipulative devices like 
computers. You have to study on your 
own, you have to want to, bad enough to 
take the time and effort to go to industry 
for the background experiences. We indi- 
vidually need to adjust our thinking froma 
boxed-in viewpoint (accounting and only 
accounting) to a more open outlook (ac- 


counting as one function in a multi-func f 


tional system). And finally, we must decide 
individually whether we are to be stimu- 
lators of inquiry or purveyors of tech 
niques. On that one decision rests the 
approach to be taken by our respective 
schools—not just in business electronics, 
but in the whole area of business. 
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AMERICAN ACCOUNTING ASSOCIATION 
Announcement of 


FELLOWSHIP PROGRAM IN ACCOUNTANCY 


FoR ACADEMIC YEAR 1961-1962 


PURPOSE 

The purpose of the fellowship program is to increase the supply of qualified 

teachers of accountancy in the United States. Fellowships will be awarded to 

assist individuals in furthering their preparation, through doctoral studies, for 
teaching in colleges and universities. 
ELIGIBILITY 

1. Expressed interest in and outstanding promise for a career in teaching ac- 
countancy. 

2. A master’s degree or equivalent in accountancy, business administration, or 
other relevant areas. 

3. Recommendation by the institution at which the applicant is currently in 
residence, the university at which he has begun the doctoral program, or the 
university which awarded the master’s degree. 

4. Need of financial assistance. 

5. United States citizenship. 

AMOUNT 
The amount of the fellowships will generally range from $500 to $1,500 for the 
academic year. 

DURATION 
Fellowships will be granted for one academic year, with the possibility of re- 
newal, upon application, for one additional year. 

FIELD OF STUDY 
The doctoral program is expected to be in accountancy or in another area 
suited to preparing the applicant for teaching accountancy. 

SELECTION OF INSTITUTION 
The recipients may use the fellowship at any university in the United States 
which offers an appropriate doctoral program. 

PAYMENT 
Payment of the fellowships will be made to the recipient, in equal installments 
at the beginning of each semester or quarter. 

CLOSING DATE 

The closing date for receipt of applications and supporting data is March 1, 

1961. Awards will be announced on or about April 15, 1961. Requests for appli- 

cation forms should be addressed to: 

Paut H. Secretary-Treasurer 
American Accounting Association 
School of Commerce 
University of Wisconsin 
Madison, Wisconsin 
ADMINISTRATION 

The program is administered by a committee composed of the three immediate 

past presidents of the American Accounting Association. 
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MEASURING FINANCIAL LIQUIDITY 


HAROLD BIERMAN, JR. 


Associate Professor, Cornell University 


tended to focus attention on the 

income statement and to disregard the 
statement of financial position. Accounting 
conventions have implicitly encouraged 
this point of view by producing a balance 
sheet which is a residual of accounting 
procedures rather than a meaningful state- 
ment of financial position which interested 
parties can use for decision-making. In 
turn, distrust of accounting conventions 
relative to measuring expenses such as 
depreciation and pension costs has led to 
the use of the funds statement in conjunc- 
tion with the income statement. However, 
the exact use of the funds statement has 
not been well defined. What is the signifi- 
cance of the funds statement and how can 
it be used in financial analysis? Also, can 
the balance sheet, as presented by the 
accountant, be employed in a useful man- 
ner? It is the author’s contention that the 
financial position of a firm is relevant in 
making decisions involving an investment 
in a firm and should be systematically 
incorporated into any analysis of finan- 
cial affairs. In this paper we shall investi- 
gate the use of the balance sheet and funds 
statement to measure the financial liquid- 
ity of a firm. 


The Funds Statement 


The term “funds statement” means 
different things to different people. We 
shall define funds to mean working capi- 
tal (current assets less current liabilities), 
and the funds statement to be a state- 
ment of sources and applications of work- 
ing capital. The term funds could be used 
to refer to cash, and it is possible to prepare 
a statement of sources and applications of 


[' RECENT years financial analysts have 


cash. For internal management purposes 
this type of statement may be more useful 
than a statement explaining the changes of 
working capital. However, for general 
financial reporting purposes the statement 
reporting the changes in working capital is 
more useful since it is somewhat less sub. 
ject to manipulation. For example, the 
cash balance may be temporarily increased 
by deferring the payment of accounts pay. 
able, but this action does not change the 
net working capital. 

One of the prime sources of funds will be 
operations. The funds from operations will 
be equal to the total revenues earned dur- 
ing the period minus the expenses which 
utilized working capital. We shall include 
interest charges as an expense though they 
could just as well be excluded. An alterna- 
tive would be to define funds from opera- 
tions as being the income of the period 
after deduction of interest charges, plus 
any expenses which were deducted which 
did not utilize working capital. Sine 
depreciation is an expense which does not 
utilize current resources, the depreciation 
must be added to the income of the period. 
There are other technical adjustments 
which may have to be made, but they will 
not greatly affect the basic analysis. 

The primary information obtained from 
the funds statement is the change in 
liquidity for a time period, measured in 
terms of the change in working capital. 
This is useful in a general way as an indica- 
tion of the direction that the state of 
liquidity is taking, but by itself this 
measure can give incorrect impressions of 
what is happening to the liquidity of the 
firm. For example, an increase in funds 
may be the result of issuing additional long 
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term debt or selling long lived assets. The 
jong run effect of these actions may ac- 
tually decrease the liquidity of a firm 
rather than increase it. 

An analysis using only the funds state- 
ment is incomplete for several reasons. It is 
measure of change from one position to 
another, but does not directly relate this 
change to the financial position. To be 
more useful the funds statement must be 
tied to the financial position of the firm at 
theend of the accounting period. While an 
estimate of funds to be generated in future 
time periods would be useful, we shall base 
our computations on the funds derived 
from operations of the most recent ac- 
counting period. 


The Computation of Liquidity Measures 


The conventional measures of liquidity 
are well known and their uses and limita- 
tions will not be repeated or explained 
here. Let it suffice to say that the use of the 
quick ratio (liquid assets divided by cur- 
rent liabilities), the current ratio (current 
assets divided by current liabilities), and 
the several stock equity ratios (relation- 
ship of long term debt to long term debt 
plus the stockholders’ equity), all tend to 
give static measures and fail to take into 
account the rate at which funds are being 
generated. The measures introduced here 
will have as their objective the combina 
tion of these static measures with the 
measure of a flow of funds, the funds from 
operations. 

Let us first assume that current liabili- 
ties are greater than current assets. If we 
divide the amount the current liabilities 
exceed the current assets by the funds 
generated by operations and multiply by 
365 we obtain the number of days required 
to earn enough funds to pay off the net 
current liabilities. 


Required Days (to recover current liabilities 
net of current assets) 
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Current Liabilities minus Current Assets 
Funds Generated by Operations 
X 365 
Instead of taking the current assets we 


may subtract the liquid assets from the 
current liabilities 


Required Days (to recover current liabilities 
net of quick assets) 


Current Liabilities minus Quick Assets 


Funds Generated by Operations 
365 


This gives a measure akin to the quick 
ratio, with the added advantage that the 
excess of current liabilities over quick as- 
sets is being related to the ability of the 
firm to generate working capital through 
operations. As of December 31, 1957, the 
current liabilities of the Ford Motor Com- 
pany exceeded the $417 million of its liquid 
assets (cash, government securities, and 
receivables) by $239 million. This is an 
impressive amount of money but the in- 
come for 1957 was $283 million and the 
amount of funds generated by operations 
was $669 million. Dividing the $239 by 
$669, the funds generated, and multiplying 
by 365 tells us that the excess of current 
liabilities over liquid assets is equivalent to 
130 days of generated funds, based on the 
rate of fund generation during 1957. This 
would seem to be much more meaningful 
than the absolute amount of $239 million 
or a quick ratio of 64%. If the generation 
of funds had been at a lesser rate, the im- 
pact of an excess of current liabilities over 
liquid assets on liquidity would be greater. 

If the current assets (or liquid assets) 
were greater than the current liabilities, 
then to divide by the amount of funds 
generated by operations would be mean- 


1 An alternative computation of funds from opera- 
tions would give $460 million. The difference, $209 
ial tool 


million, is the amortization of 
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ingless. A high ratio may indicate either a 
large excess of current assets (or liquid 
assets) over current liabilities, indicating a 
high liquidity, or a small generation of 
funds, a symptom of low liquidity. Thus 
we must look around for a more significant 
computation. If the firm has been losing 
funds instead of generating funds, a divi- 
sion of the net current assets or net liquid 
assets by the loss of funds multiplied by 
365 gives the number of days supply of 
short term assets on hand. Here again the 
stock of resources is related to a flow 
measure in order to increase its significance 


Supply of Current Assets (in days) 


Current Assets minus Current Liabilities 


Funds Lost in Operations 
X 365 


In general, the generation of funds has 
been positive in recent years and there is 
little experience upon which to judge the 
rate at which funds will flow from a firm 
during a depressed period. Since most firms 
have more current assets than current 
liabilities, the use of the computation in- 
volving current assets will be relatively 
rare. The use of liquid assets only is con- 
sistent with the point of view that inven- 
tories are working assets, and not available 
for paying off debts. 


Long Term Debt and Liquidity 


The impact of long term debt on the 
liquidity of a firm may be of a qualitative 
nature, including the restriction of man- 
agement’s actions, but we shall focus 
attention only on the quantitative meas- 
ures. Long term debt generally requires 
current interest payments (which affect the 
flow of funds from operation) and will re- 
quire a lump sum payment when the debt 
matures. 

Because of the consequences of failure to 
pay interest on the position of stockholders 
(failure to pay may lead to bankruptcy 


and loss of the common stockholders’ jp. 
terests), it is important to determine how 
well the interest payments are protected, 
A conventional computation is to relate 
the interest payments to the income before 
interest charges and compute times-inter. 
est-earned. Another meaningful computa. 
tion is to relate the interest payments to 
the funds generated by operations, where 
interest is not deducted in computing the 
funds. This gives the number of times the 
interest is covered in terms of the funds 
being generated and gives an indication of 
the ability of the firm to survive adversity, 
Relating interest to funds is not only sig. 
nificant to stockholders but also to bond- 
holders since it gives an indication of the 
safety of their investment. Two firms may 
have the same reported income and the 
same bonded indebtedness but still have 
different ability to pay interest because of 
differences in depreciation procedures fol- 
lowed. The use of funds from operations 
eliminates the need for computing the de- 
preciation of a period. 

Frequently it is implicitly assumed that 
the bonds will not have to be repaid since 
additional bonds can be issued. This abil- 
ity to refund should not be taken for 
granted. The financial ability of a firm to 
meet its long term obligations should be 
taken into consideration. Several compu- 
tations are possible but only one will be de- 
scribed here. Let us first assume that the 
total liabilities exceed the total liquid as- 
sets. This assumption is necessary since if 
liquid assets exceed the total liabilities, in 
the presence of funds being generated by 
operations, then a computation relating 
the two would not be significant. A high 
measure might be caused by a large quat- 
tity of net liquid assets (great liquidity), 
or a small amount of funds generated by 
operations (little liquidity), thus the ratio 
computations could not be used. 

The excess of total liabilities over liquid 
assets divided by the amount of funds 
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erated by operations gives an indica- 
tion of the impact of the total debt on the 
company. It is more meaningful than 
balance sheet ratios as it relates the static 
picture of the balance sheet to the flow of 
funds into the firm. The magnitude of the 
net debt has more meaning if it is related 
to the generation of funds. The 1958 an- 
nual report of the United States Steel 
Company shows long term debt of $488 
million ($596 million if some inadequately 
described reserves are included) and $457 
million of total debt in excess of liquid 
assets. When we note that the generation 
of funds from operations during 1958 (a 
relatively bad year for the steel industry) 
was $506 million, we find that the company 
is generating more than enough funds in 
one year of operations (in fact it would 
take only 330 days) to pay off the entire 
debt. Taking into consideration the fact 
that United States Steel operated at ap- 
proximately 59% of capacity during 1958, 
we can form a better opinion of the rela- 
tionship of debts, liquid assets, and funds 
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being generated than without the compu- 
tation.” 


Analysis of Eight Steel Companies 


Eight steel companies were selected and 
a comparison made of total debt, net of 
liquid assets, to funds generated from 
operations. Similar and equally useful com- 
putations might have been made using 
current assets instead of liquid assets. 
None of the eight companies had current 
liabilities in excess of current assets, thus 
the computation of net current liabilities 
divided by funds from operations was not 
significant. Reserves which were not 
clearly of a liability nature were considered 
to be part of the balance sheet. The com- 
panies’ classifications of assets were ac- 
cepted. 

Table 1 clearly shows that the eight 


2 The analysis would give different results if $530 
million of government securities, not classified as work- 
ing capital, were included as liquid assets. 

* This points-up the limitation of the computations 
suggested in this paper. Not all the computations may 
be applied to all situations. 


TAsBLe 1 


A MEasovre oF or E1cut STEEL COMPANIES 
(dollar figures in millions) 


1 2 3 5 
Number of Days 
of 
et lion Requir 
Total Liquid Funds from 
Company Liabilities to Cover Net 
Liabilities Assets (Col. 1—Col. 2) Operaiions ‘abilities 
(Col. 3+Col. 
4) XI65 

Armco Steel Corpo- 

ration 234 237 (3) 98 “a 
Bethlehem Steel 

Corporation 538 598 (60) 246 ” 
Crucible Steel Com- 

pany of America 48 15 14 391 
Granite City Steel 

Comnany 59 21 38 21 660 
Inland Steel Company 245 88 157 78 735 
National Steel Cor- 

poration 197 124 73 75 355 
Republic Steel Cor- 

poration 220 145 75 95 288 
United States Steel 

Corporation 1,215 758 457 506 330 


‘The liquid assets are greater than the total liabilities. 
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companies have different degrees of liquid- 
ity. Two of the companies have liquid 
assets in excess of the total liabilities so 
no computation involving funds from 
operations were made although the amount 
of funds generated is disclosed. Three of 
the remaining six companies have net 
liabilities which would require fund genera- 
tion in excess of one year to pay them off, 
and the remaining three companies would 
require fund generations of less than one 
year. 

The annual reports for the year 1958 
were the basis of the computations and it 
should be remembered that 1958 was a 
year of slack activity for the steel industry. 
The amount of fund generation should be 
related to the per cent of capacity at which 
each company operated and this should be 
projected into the future in terms of prob- 
able operating rates. 

Table 1 would seem to add significantly 
to our knowledge of the eight steel com- 
panies. We know more than if we looked 
only at the income for the year and any of 
the standard computations of liquidity 
which ignore the fund generation. The 
liquidity of the firms can be determined 
using this one criterion with a fair degree 
of certainty since the effect of most arbi- 
trary accounting procedures has been elim- 
inated. 


Conclusions 


The determination of the degree of li- 
quidity of a firm is no simple task. In the 
long run the liquidity may depend on the 
profitability of the firm, but whether or not 
the firm will ever survive to reach the long 
run will depend to some extent on its 
financial structure. In a recession, exces- 
sive debt may result in bankruptcy. 
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On the other hand, the intelligent use of 


debt may enable a corporation to obtain 
funds at less cost than by increasing its 
common stock equity. Thus it is necessary 
for both management and investors to 
make comprehensive computations indi. 
cating the degree of liquidity of a firm, 
These computations should be based not 
only on the actual results of the most 
recent accounting periods, but predictions 
should also be made into the future and 
the effect of adverse business conditions 
should be taken into consideration. 


The funds statement is increasingly be- 


coming a part of the annual report of 
corporations. The next step is to incorpo 
rate it systematically into the analysis of 
liquidity, rather than to restrict its fune- 
tion to the explanation of the causes of 
changes in working capital. This paper has 
suggested several possible computations 
which may assist in the appraisal of finan- 
cial liquidity. It should be noted that these 
computations may be made if: 


a. The funds from operations are positive and the 


current ratio is less than one. Example: 


Current Liabilities minus Current Assets 
Funds Generated by Operations 


. The funds from operations are positive and 


the quick ratio is less than one. Example: 
Current Liabilities minus Quick Assets 
Funds Generated by Operations 


X365 


. The current ratio (or quick ratio) is greater 


than one and the fund flow is negative. Ex- 
ample: 


Current Assets minus Current Liabilities 
Funds Lost in Operations 


X365 


. The total liabilities net of current assets (or 


liquid assets) are positive and the fund flow is 
positive. Example: 
Total Liabilities minus Current Aeneta 365 
Funds Generated by Operations 


of 
mu 
suc 
loa 
alt 
cay 
or. 
ap 
is | 
it 
ral 
sh 
rw 
re 
re 
qu 
3 an 
a m 
3 be 
re 
de 
pI 


the 


nd 


ter 


1S 


APPRAISING THE DEFENSIVE POSITION OF A 
FIRM: THE INTERVAL MEASURE* 


G. H. SorTER 
Assistant Professor, University of Chicago 


AND 


GEORGE BENSTON 
Assistant Professor, Georgia State College of Business 


HE measurement of a firm’s short 

run! ability to pay its debts as they 

come due is a very important aspect 
of financial analysis. A quantitative, for- 
mula type of measurement is required for 
such purposes as bond indentures, bank 
loans, and comparative analysis of firms, 
although a subjective analysis of a firm’s 
capacity to withstand temporary delays 
or declines in receipts may perhaps be more 
appropriate. At present, the current ratio 
is generally used for this purpose. But is 
it adequate for the task? Is it reasonable 
to insist that a firm maintain (or have, on 
a certain date) a specified ratio of current 
assets to current liabilities? If the current 
ratio is a valid measure, current assets 
should provide a good indication of short 
run financial strength; current liabilities 
should measure the extent of the firm’s 
requirements for current assets, and the 
resulting ratio of 2:1, 3:1, etc. should have 
operational meaning. None of these re- 
quirements is met by the ratio, as the 
analysis, below, will demonstrate. 

The “interval measure” is proposed 

an alternative to the current ie 4 
measures the defensive interval (the num- 
ber of day’s expenditures on hand) by 
relating a firm’s present ability to pay its 
debts to the debts it will have to pay in 
the short run. This relationship is ex- 
pressed by the formula: 


The necessity of this relationship is 
inherent in the purpose for which a firm 
hold defensive assets. These assets are _ 
held as a buffer against the uncertain” 
future flow of funds.’ There will probably 
be times when receipts do not come in as 
quickly as expected or when sales decline 
temporarily. Conversely, the firm might 
be faced with a sudden increase in expendi- 
tures caused perhaps, by an increase in 
production in response to an order which 
must be filled immediately or by the op- 
portunity to make an especially advan- 
tageous purchase. 

The firm’s holdings of defensive assets 
will enable it to meet its requirements for 
funds without decreasing normal produc- 
tion o: incurring additional liabilities. 


Defensive Assets 


Cash is the most obvious defensive asset. 
Apart from considerations of changes in 


* A preliminary version of this paper was read at the 
Ford Foundation Seminar. ‘““New Developments in 
Business Education” conducted by the University of 
Chicago at Williamstown, Massachusetts, August 1959. 
The authors acknowledge the help of their colleagues 
Sidney Davidson, David Green, Jr., Charles T. Horn- 
gren, Samuel Laimon, William Paton, and Ezra Sol- 
omon. 

1 The short run is taken to be the longer of a year or 
the accounting cycle, in conformity with general prac- 
tice, 
2 This relationship has long been noted by econo- 
mists. For example, see J. M. Keynes, The General 
Theory of Employment, Interest and Money, New York 
(1936), chapter 15. 


defensive assets (assets available for the payment of debts) 


365 days 


projected expenditures (present and future expenditures) 
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the price level, a firm holds cash, an appar- 
ently non-earning asset, in order to avoid 
suffering the costs of being unprotected 
from the uncertainties of fund flows. Some 
cash is held, aside from its value as a 


\“defensive asset, for the normal transac- 


tions of a firm. However, the entire cash 
balance is considered a defensive asset 
since the amount held because of expected 
variations in fund flows cannot be effec- 
tively separated from the asset amount 
held for defensive purposes. Adjustments, 
then, will have to be made for firms which 
experience a greater expected variation in 
net receipts if they are to be compared 
with firms whose expected cash flows are 
very stable. 

Current receivables like cash are also 


VV defensive assets. Receivables serve as a 


substitute for cash, although the amount 
held at any time is a function of sales and 
sales policy. If a rational allowance for 
uncollectibility has been set up, the net 
amount of receivables should be a good 
approximation of the future debt paying 
capacity of these assets. It is, of course, 
true that these assets are not immediately 
available to meet disbursements, at least 
not at the balance sheet amount but then, 
neither do current liabilities require im- 
mediate disbursement. 

Similarly, marketable securities are de- 
fensive assets. Conversion to cash is 
i= easily accomplished, although this 
\/ requires voluntary action by a second 
party (purchase). There is rarely a problem 
in evaluation if the securities are short 
term governments, since the face value of 
the bonds is, generally, very close to their 
market or cash conversion value. Other 
investments present more of a problem, 
especially if they are stated in the balance 
sheet at cost rather than at market value. 
However, many balance sheets disclose the 
market value of securities in a footnote, or 
this information can be obtained directly 
from the firm. 
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Prepaid expenses (more correctly titled 


/costs applicable to the following period”) 


and inventories usually are not defensive 
assets. Prepaid expenses generally will not 
be converted into cash, except in the sense 
that the services which they represent are 
required for the production of revenue, 
Sales must be made before inventory is 
converted into funds available for the 
payment of debts. Since the sum of defen- 
sive assets is important in the event of a 
delay or decline in sales receipts, it is 
clearly incorrect to include inventories in 
this group. Their realization depends upon 
the continuation of sales. However, a firm’s 
holdings of these assets is important to the 
extent that the firm can reduce its future 
expenditures. This point will be discussed 
further in the next section. The amount 
of current liabilities must also be consid- 
ered in relation to the availability of 
defensive assets. If it is assumed that the 
firm will be able to continue to obtain 
normal short-term credit as it carries on 
operations then the average current liabil- 
ities at this level of operations will con- 


Minually be renewed and will not require a 


disbursement of defensive assets. The 
actual current liabilities at any given date 
may of course differ from the normal or 
average level and in that case an adjust- 
ment of defensive assets is indicated as 
follows? 

1) Defensive assets on hand less 

2) Actual liabilities plus 

3) Average liabilities 
and the adjusted interval measure reads as 
given in expression II on the next page. 

If it is impossible or impractical to 
compute the average amount of liabilities, 
the unadjusted interval measure given in ex- 
pression III on the next page may be used. 

The two measures will be equal when- 


? Research is being conducted in order to determine 
the feasibility and advantages of using data a 
from monthly or quarterly published reports. 
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defensive assets—actual liabilities+average liabilities 


days 


projected expenditures 


defensive assets 


Ill X365 


projected expenditures 


days= unadjusted interval 


defensive assets— actual liabilities 


projected expenditures 


ever actual current liabilities are the same 
as average current liabilities. It can also 
be assumed, alternatively, that the firm 
will no longer be able to obtain short term 


credit; this condition can be examined by / 


the no credit interval measure which is d 
fined as given in expression IV above. 


Estimate of Projected Expenditures—The 
Future Outflow of Funds 


The defensive assets of a firm, then, 
usually include cash, net receivables, and 
marketable securities. Simply computing 
the total defensive assets, however, is 
obviously not enough; they must also be 
related to the use for which they are re- 
quired. This involves a determination of 
the amount of present and future obliga- 
tions which will have to be met with the 
defensive assets, should the inflow of funds 
be delayed or reduced. 

The firm’s cash budget for the coming 
year would provide the best estimate of 
future fund flows, if it were available. How- 
ever, this information cannot usually be 
obtained by outsiders, and many times it 
is not available even to the firm itself. 
The estimate will, therefore, have to be 
based on the less reliable estimate of future 
_ made by projecting past 

ta. 

The estimate of a firm’s expenditures for 
the next year is based on the assumption 
that, despite a reduction in receipts, a 
will continue its operations as in the past. 
This is a reasonable assumption, since a 
firm’s short term paying ability, rather 


X 365 days=no credit interval 


than its ability to withstand a long term sad" 
cyclical decline in revenues, is being meas- 
ured. (The interval measure can also be 
used for this situation, as will be discussed 
below.) The basic source of data, therefore, 

will be the firm’s revenue and expense 
statement. 

Expenses, as given in the statement, 
must be adjusted to determine projected 
expenditures, since expenses and expendi- 
tures are not the same. Four types of 
adjustments have to be made. First, depre-, “ 
ciation, bond discount, and other alloca- 
tions of non-current assets must be sub- 
tracted because these expenses do not 
require the expenditure of funds. Second, 
expenses are reduced by the amount of, ~ 
prepaid expenses and raw materials inven- 
tory that the firm has on hand; these 
assets save the firm from expending funds 
to purchase them, for it can “live off” its 
inventories of raw materials, supplies, etc., 
while maintaining present production. If 
it is felt that the maintenance of certain 
levels of raw material and prepayment in- 
ventories is an essential part of normal 
operations, these amounts should not be, 
deducted from projected expenses. Work- 
in-process and finished goods inventory 
cannot be similarly deducted because a 
reduction in these assets is not consistent 
with the assumption of continued produc- 
tion. The third adjustment concerns. 
changes in operations, expenditure pattern, Y 
tax rates, etc. from the previous year about 
which special information is available. The 
fourth adjustment accounts for a reduction 
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of income taxes resulting from the reduc- 
tion in sales, and, hence, a reduction in 
taxable profits. 

It will be noted that an adjustment for 
changes in year end inventory was not 
made, in other words the amount of ex- 
penses not expenditures was used. This 
omission is consistent with a projection of 
future expenditures based on the assump- 
tion that the same quantity of goods will 
be available for sale in the year to come 
as in the previous year. Fewer goods will 
be produced if the firm spends less than 
the same amount as its previous year’s 
expenses, assuming that there was no 
change in its production function. For 
example, a firm might have a beginning 
inventory of $10,000, expenditures of 
$90,000 and an ending inventory of 
$15,000 in 1958. Expenses, then, were 
$85,000. If the firm plans to sell the same 
quantity in 1959 as in 1958, its expendi- 
tures in 1959 will be the same as its ex- 
penses in 1958, unless it builds up or 
reduces 1959 ending inventory from the 
$15,000 amount with which it began this 
year. However, a change in ending inven- 
tory violates the assumption of unchanged 
operations. Expenditures in 1959, then, 
must be the same as expenses (less depre- 
ciation, etc.) in 1958. 

The estimate of future expenditures, the 
projected expenditures of a firm, can be 
summarized as follows: 


Expenses given in the revenue and expense state- 
ments less: 


1. depreciation, bond discount, and other al- 
locations of non-current assets, 

2. prepaid expenses and raw materials inven- 
tory, 

3. changes about which special information is 
available, 

4. reduction in income taxes 


equals: projected expenditures 


The Interval Measure 
The interval measure, 
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defensive assets (adjusted) 


____projected expenditures 
shows the number of days that normal, 
i.e. last year’s, operations can be continued 
dgspite a complete cessation of revenues 

fithont having to resort to additional 
financing.‘ This concept may be attacked 
as being unrealistic since a complete ces. 
sation of revenue is unlikely, as is the 
assumption that the firm either would not 
or could not reduce expenditures. A com. 
plete cessation of revenue however is used 
as a base measure; other interval measures, 
employing different assumptions, are dis. 
cussed later. Furthermore in seasonal bus- 
iness it may well be desirable to equalize 
production despite little or no revenue, 
While companies would of course attempt 
to reduce expenditures in response to 
decreased xevenue they cannot do s0 in- 
stantaneously and the interval measure 
proposed would measure the duration of 
this lag that the company can support 
without increased financing. Knowing the 
debt paying interval of a firm is not 
enough, however; the adequacy of the 
interval for a specific firm must be deter- 
mined. As was mentioned above, a firm 
requires defensive assets for expected varia- 
tions. The extent of the expected variations 
could be estimated from an examination 
of the firm’s monthly statements, from 
general knowledge of the fund flow pattern 
of the firm’s industry, or from other 
sources.© The number of days expenses 
required, as determined, should be de- 
ducted from the debt paying interval. The 
balance must then be evaluated against 
the unexpected fund flow variations faced 
by the firm. 


‘ This is true only if expenditures are assumed to 
flow evenly. Further investigation of interim reports 
might provide sufficient information to adjust the 
measure for actual and uneven patterns of cost incur 
rence. 

5 See James E. Walter, “Liquidity and Corporate 
Spending,” The Journal of Finance, Volume VIII, No.4 
(Dec. 1953), pp. 369-387. 
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Comparison with the Current Ratio 

At the beginning of the paper it was 
stated that the current ratio is not an 
effective measure of the debt paying abil- 
ity of a firm. This criticism can be made 
more explicit now that the operational 
meaning of ‘‘debt paying ability” has been 
analyzed. In the first place, current assets 
are not the same as defensive assets, sinc 
they include prepaid expenses and inven- 
tories. Hence, they do not measure the 
assets that a firm has on hand to pay its 
debts. Even if current assets were the 
same as defensive assets, a firm’s current 
liability position on the balance sheet date 
would have to measure correctly its need 
for these assets, if the ratio is to be a valid 
standard. This relationship will be seri- 
ously affected if the amount of current 
liabilities on the balance sheet date 
atypical of the average amount of raul 
liabilities. This is well recognized and 
leads to the possibility of “‘window dress- 
ing.” “Window dressing” is the distortion 
of the amount of current liabilities at 
balance sheet date due to the purposeful 
timing of exchanges of assets and liabil- 
ities. Suppose that a firm has current 
assets (in the form of cash) of $75,000 and 
accounts payable of $50,000 with no other 
current liabilities and, therefore, a current 
and quick ratio of 1.5:1. If the firm pays 
$25,000 of its payables it will now have 
cash of $50,000 and accounts payable of 
$25,000 with a current and quick ratio of 
2.18 Yet, it is generally felt that no real 
change in the debt paying~ability of the 
firm has taken place. Va 

However, the concern about willful 
“window dressing’”’ has been over empha- 
sized; more important is accidental “win- 
dow dressing.” This will occur any time 
that, through chance variations of timing, 
the amount of liabilities at balance sheet 
date is atypical. If the firm reports on the 
basis of the natural business year, it is 
probably true that the liabilities shown 
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will, in fact, be atypical. All the following 
events will decrease the current ratio (if 
it originally is in excess of 1:1 for cases 
1, 2 and 3, and greater than 1.9: 1 (actually 
100:52) for case (4)) if they happen to 
occur the day before rather than the day 
after closing: 

(1) The purchase of inventory on credit. 

(2) The borrowing of short term money. 

(3) The receipt of deferred income. 

(4) The sale of inventory at a profit. Although 
current assets would increase by an 
amount equal to the gross profit, current 
liabilities in the form of taxes payable 
would increase by 52%, assuming an in- 
cremental tax rate of 52% and an original 
ratio equal to or greater than 1.9:1 
(100:52). 


On the other hand, the following trans- 
actions would increase the current ratio 
(assuming an initial ratio in excess of 
1:1 for cases 1, 2, and 3 and greater than 
1.9:1 (100:52) in case (4)), if they hap- 
pened to occur the day before rather than 
the day after the balance sheet date: 
(1) The payment of the weekly payroll. 
(2) The repayment of short term loans. 
(3) The earning of “deferred income.” 
(4) The sale of inventory at a loss, assuming 
the existence of taxes payable equal to 
52% of the loss and an original ratio 
greater than 1.9:1 (100:52). 


The timing, by design or by chance, of 
these events would change the current 
ratio without changing the debt paying 
ability of the firm. The adjusted interval 
measure, on the other hand, is not sub- 
ject to these chance variations. Suppose, 
for example, that on the balance sheet date 
a firm has quick assets of $18,000, current 
liabilities of $9,000, which are the same as 
average liabilities, and its projected ex- 
penditures are computed to be $365,000. 
The quick ratio then is 


2:1 “F.000 
,000 
6 Had the original ratio been less than 1:1, then the 
ratio would have declined rather than increased. 
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and the debt paying interval multiple of current liabilities must stil] be 
18,000—9,000+-9,000 examined even if the “window dressing” 

: ; ——— 365=18 days problem could be corrected by using ayer. 
365,000 age rather than balance sheet figures, For 


How are the measures affected if the firm the above assumption to be valid, pro- 
pays payables of $3,000 just before its jected expenditures must be a function of 


balance sheet date? The quick ratio is now Current liabilities, because a firm’s hold. 
ings of defensive assets has meaning only 


05:1 c) when they are measured against its re. 
ts quirements for these assets. A brief analy. 
sis of the factors which determine the 
amount of current liabilities will demon. 
strate that this functional relationship 


an increase of 25%. The interval measure 
is unchanged however 


15,000—6,000+ 9,000 does not necessarily exist. 
+365=18 days The amount of these liabilities is deter. 
365,000 
_prined not only by the amount of expenses 


Using the unadjusted interval because™ incurred, but also by the firm’s pattern of 
the average amount of liabilities is un- discharging its liabilities. This may best 
known, there will be some change but the _ be illustrated by an example. Assume two 
change will be smaller than and opposite identical companies, except that Company 
to the corresponding change in the quick “A” pays its employees weekly whereas 
ratio. The unadjusted interval will be 18 Company “B” ’s employees are paid every 


days four weeks. If it is assumed that, for both 
18.000 companies, the annual wage cost is $52,000 

( : x365) then Company A’s average wages payable 

365 ,000 are $500 (4 week) while Company B’s aver- 


age wages payable are $2,000 (2 weeks). In 
order to have the same current or quick 
ratio Company B would have to hold 
four times the defensive assets of Company 
A. This requirement is unrealistic. It can 
after repayment. Thus the unadjusted be asserted that if the two firms had the 
interval has decreased by 1/6th while the same defensive assets they would have 
quick ratio has increased by }th. A greater equal defensive strength given that each 
reduction of current assets and liabilities firm can continue to obtain existing credit 
would emphasize this point even more. In terms from their employees. At the ex 
general, most of the events over which the treme, if Company B’s defensive assets 
firm has complete control will decrease exceed Company A’s assets by the differ- 
the unadjusted interval measure but in- ence in their liabilities, B’s defensive 
crease the current or quick ratio. Manage- strength is at least equal to A’s. In our 
ment thus could worsen its unadjusted example if B had $1,500 more defensive 
interval but would be hard put to better assets than A, it could reduce its outstand- 
it. It bears repeating at this point that the _ ing liabilities to A’s level (by reducing its 
adjusted interval is immune from any win- assets by $1,500), after which transaction 
dow dressing. both companies would have equal assets, 

The assumption that the need for de- equal liabilities and equal expenditures. 
fensive assets is correctly measured by a It may then be argued that after such a 
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( 15,000 
365 ,000 
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transaction Company B would have a 
stronger defensive position than Company 
A, because B’s employees are willing to 
gant the company more liberal credit 
terms. And in fact the adjusted interval of 
B would then be larger than A’s adjusted 
interval. The no credit interval (see expres- 
sion IV, page 635) would have been the 
same for the two companies if B originally 
had $1,500 more defensive assets than A. 
While the other intervals (see expressions 
[I and III, page 635) would have been 
equal for the two companies if B had held 
the same assets as A. This example could 
be carried to an unnatural extreme if it is 
assumed that company A pays its employ- 
ees daily. It would then have an infinite 
quick ratio and, presumably, an infinite 
debt paying ability as long as it has at least 
one dollar in quick assets. 

The operational meaning of differences 
in current ratios must still be determined, 
even if current liabilities are strict func- 
tions of expenditures (i.e., all companies 
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has little relationship to measuring the 
needs of a particular firm. 


Additional Uses for the Interval Measures 


The concept of the interval measure can 
be expanded to appraise the ability of a 
firm to sustain itself under a variety of 
conditions. For example, one might wish 
to determine the interval for which a firm 
can operate without receipts either from 
additional sales or from the collection of 
presently outstanding receivables. Ac- 
counts receivable can then be excluded 
from the firm’s stock of defensive assets 
to appraise this situation. The “cash inter- 
val,” as it may be titled, is computed, as: 


cash and marketable securities 
X365 days 


projected expenditures 


One might want to compute the interval 
during which the firm can continue its 
normal operations should sales decline less 
than 100%. The “reduced sales interval’ 
is determined by: 


defensive assets 


I. 
projected expenditures less anticipated receipts 


always have the same disbursement pat- 
tern for all expenditures) and further, if 
the liabilities at the balance sheet date are 
always equal to average liabilities. What 
is the difference between a ratio of 3:1 
and one of 2.8:1 or, for that matter, be- 
tween 3:1 and 5:1? Proponents of the 
ratio method have suggested that indus- 
try averages be used as a yardstick for 
determining the adequacy of a particular 
firm’s ratio. However, critics of the current 
ratio have correctly pointed out that an 
industry average ratio of, say, 2:1 does 
not necessarily indicate that 2:1 is “good” 
for any member of the industry. An aver- 
age of all firms in an industry is just an 
average, not a yardstick for appraisal. 
Stating the required defensive position of 
a firm as a multiple of current liabilities 


X365 days 


Of great interest, also, is the financial 
ability of a firm to weather a depression or 
recession. The firm could, in this situation, 
probably reduce its operations in response 
to decreased revenue, but probably could 
not borrow or otherwise raise outside 
funds. Its collections would, no doubt, also 
be delayed. To calculate the “reduced 
operations interval,” predictions about the 
cost behavior of the firm at different levels 
of operations would have to be made.’ 

Assuming that these predictions could 
be made, the “‘reduced operations interval” 
is measured by: 


7 Research is now being conducted to determine 
whether valid predictions as to cost behavior can be 
made on the basis of published reports. The possibility 
of developing more useful information from more fre- 
quent reports or from a firm’s own records is also being 
investigated. 
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defensive assets 


VII. 


projected expenditures less savings on expend- 


X365 days 


itures because of reduced operations 


Conclusion 


The interval measure is proposed as a 
method of appraising the debt paying 
ability of a firm. In measuring the defen- 
sive position of a firm against its projected 
expenditures, it focuses attention directly 
upon the relationship between liquidity 
and the need for liquidity. Although more 


research on such areas as the flow of 
receipts and expenditures, cost behavior, 
and average measures for industries clearly 
remains to be done, it is hoped that this 
presentation is a first step in replacing 
the current inadequate measure of the 
defensive position of a firm with an in. 
herently more rational and useful measure. 
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PRICE LEVEL ACCOUNTING 


G. WEBER 
Associate Professor, Butler University 


practicing accountants recently ap- 

pearing in The Journal of Account- 
ancy have pleaded in an urgent manner 
that theaccounting profession do some clear 
thinking and develop sound accounting 
principles for recognizing the effect of 
price level changes in accounting records. 
Mr. Leonard Spacek’s objective of compa- 
rable and meaningful statements! and Mr. 
Paul Grady’s ideas on economic deprecia- 
tion* have much in common. Both articles 
are warnings of the discredit to the ac- 
counting profession that is imminent if 
some substantial progress in development 
of accounting principles is not made soon. 
Mr. Spacek asks: 


Te: articles by very highly regarded 


.. is this lag in accounting progress, in re- 
lation to economic and business progress, again 
to accumulate to such an extent that deficiencies 
in accounting will reach a bursting point as they 
did in 1932 and 1933?” 


Later, he answers the question as to the 
consequences: 

“Tf the public takes the initiative in forcing im- 
proved reporting, the supervision will not be left 


in the hands of our profession, but in govern- 
ment.” 


DO WE NEED NEW ACCOUNTING 
PRINCIPLES? 


As the economy changes there must be 
changes in accounting practices. Account- 
ing cannot serve a useful function by re- 
maining static in a dynamic economy. New 
tules and methods must be devised better 
to account for assets, liabilities, and net 
worth and to report on financial status, 
earnings, and the utilization of resources. 
These are desirable goals even in a static 
economy; they become imperative in one 
that is shifting and changing. 
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Should accounting principles—basic, 
fundamental assumptions—change? Do 
general over-all objectives change to any 
great extent? 

Accounting principles are defined as 
fundamental truths, concepts, or basic 
assumptions such as the cost principle and 
principles of objectivity, conservatism, 
consistency, disclosure, the stable dollar, 
etc. I do not believe they are outmoded. 
I believe that none of these principles 
precludes the measurement of ‘economic 
income” and recording it in our accounts 
and reporting it on our financial state- 
ments. 

Take the concept of the stable dollar, so 
long under continued attack, for example. 
It is generally understood to mean, by 
friend and foe alike, that historical cost 
(cash paid or to be paid) will be used to 
establish accountability for assets, match 
expired costs against revenue, and record 
acquisition liabilities. It has served these 
useful functions well, probably better than 
any alternative yet proposed. 

Early attempts at getting a “current 
cost” basis for depreciation of fixed assets 
recommended recording appreciated val- 
ues on the books and taking depreciation 
on the appreciated values as well as the 
original cost. This method was rejected, 
not so much because it was contrary to 
the cost and stable dollar principle but 
because valuations were undependable 
and, in theory at least, should be under 
constant review and revision, and because 
recording appreciated values caused a 
balance sheet credit whose nature was 


1 Leonard Sountl The Journal of Accountancy, 
December 1958, p. 40. 

? Paul Grady, The Journal of Accountancy, April 
1959, p. 54. 
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questionable and whose disposition was 
uncertain. The proponents of the second 
attempt, that of applying index numbers 
to depreciation computed on historical 
cost, have a more reasonable approach to 
the problem and are more certain of results 
attained. Depreciation in excess of that 
computed on a historical cost basis is cred- 
ited to an account usually called “Capital 
Adjustment” as depreciation is taken in- 
stead of crediting an “Unrealized Incre- 
ment” account only after a very significant 
price level rise makes urgent the desire to 
get higher asset values on the books in 
order to get higher depreciation. It would 
seem that the second method should be 
acceptable to the professional accountant; 
the committees on principles, procedures, 
and standards of the A.I.C.P.A. and other 
professional organizations; the S.E.C.; and 
lawmakers in Congress. 

But it seems that nearly all proposals 
to meet the problem of price level changes 
shave contained certain deficiencies that 
have made them unacceptable or accepted 
reluctantly. When accepted, they have 
contributed to the deficiencies described by 
Mr. Spacek. Let us consider the reasoning 
and effect of some of these proposals: 

First, the last-in-first-out method of in- 
ventory valuation has been well-estab- 
lished and accepted by the profession. It 
is an improvement in the measurement of 
economic income but at the price of leav- 
ing an unrealistic inventory figure for 
balance sheet purposes. The merchandise 
inventory at the end of any fiscal period 
may be stated at costs that are outdated 
by years. Attempts to state the ending 
inventory at old, outdated cost on the 
balance sheet and at latest purchase 
prices on the income statement hardly 
improve reporting. 

This LIFO does not seem to be the cor- 
rect method. The balance sheet and income 
statement are complementary. Anything 
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that improves one should naturally and 
logically improve the other. To say that 
one is more important than the other is q 
mistake, since each supports and gives 
meaning to the other. 

Secondly, accelerated depreciation, al- 
though it does have some legitimate objec- 
tives other than tax savings, has probably 
been inspired to a large extent by price 
level changes. To whatever extent this 
has been true, the result has been much 
the same as in the case of LIFO inven. 
tory valuation. 

Third, the advocates of “current cost” 
depreciation do not follow through in their 
reasoning. Their arguments for this prin- 
ciple usually start somewhat as follows: 
“The productive capacity of the capital 
invested in plant and equipment should be 
maintained.” Having stated a legitimate 
principle, they immediately turn their at- 
tention from a direct method of implemen- 
tation of that principle and start thinking 
of an indirect one, the depreciation of 
currently owned fixed assets on a replace- 
ment or current cost basis. It is true that 
we accountants speak of a fixed asset 
account as being a capital charge, but 
“capital invested” more properly refers to 
the stockholders’ investment, that part of 
stockholder equity represented as perma- 
nent net worth. There is a vast difference 
between maintaining the purchasing power 
of invested capital and taking deprecia- 
tion on a current cost or replacement cost 
basis on assets owned as of a given time. 
A charge for depreciation in excess of cost 
is faulty, rather difficult to compute and 
justify, and does violate the basic account- 
ing principles of cost and the stable dollar. 
The charge for a credit to “Capital Adjust- 
ment” account, computed on owner-in- 
vested capital, would be consistent with 
accounting principles and would measure 
economic income in a simple, rational, and 
thorough manner. 
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PRICE LEVEL AND EQUITY 


The problem of price level changes 
concerns Owner equity, not assets, and 
certainly not fixed assets in particular. 
This can be demonstrated by a simple ex- 
ample. On January Ist of a given year 
an enterprise borrows $50,000. It invests 
the proceeds of the loan in merchandise, 
sells all the merchandise for $60,000 net of 
selling cost during the year, and repays the 
loan at December 3ist. This enterprise 
would have increased its purchasing power 
or productive capacity by $10,000, less 
any interest paid on the loan. If the enter- 
prise had operated solely on this loan and 
if there were no other transactions, it 
would have no justification in taking any 
kind of inflation loss against this income 
regardless of how great the price level rise 
may have been. It has $10,000 more pur- 
chasing power, even though the dollars 
are cheaper, than it would have had had 
the loan not been obtained and the trans- 
actions not consummated. 

Assume now that the $50,000 had been 
raised by issuing common stock and had 
been used in the same manner and with 
the same results as above. Assume also 
that the price level had risen twenty per 
cent during the year. This time there 
should be no net income, since there should 
be a charge of $10,000 aganist income to 
maintain the purchasing power of the 
$50,000 originally invested by the owners. 
The credit for the adjustment should be to 
a permanent owner equity account, not 
available for cash dividend distributions. 

Price level accounting should follow 
equities, not ownership of assets. The 
creditor, not the enterprise, in the first 
instance above sustained a loss in purchas- 
ing power by being repaid in dollars with 
less purchasing power and would be justi- 
fied in taking an inflation loss charge 
against the interest he earned on the loan. 
He is also the one who has complete equity 
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in this enterprise until a net profit has 
been made on the transactions. In the 
second case, the common stockholder 
equity should be protected in the same 
sense, but here the loss should be charged 
against the income of the business since 
there is no business net income until owner- 
ship equity is protected. This should be the 
objective of price level accounting. 

Accepting, for the moment, the principle 
enunciated above that price level account- 
ing should follow equities, where does 
preferred stock equity fit into the picture? 
I believe this depends on the type of 
preferred stock. The typical cumulative, 
non-participating, preferred stockholder 
often effectively surrenders some, if not 
all, of the four basic rights of stock owner- 
ship for a more dependable and uniform 
rate of return on his investment. He often 
foregoes the right to vote; his right to 
share in the profits of the enterprise is 
limited to his annual fixed dividend rate; 
his dividend rights over common stock 
accumulate even in the absence of profits; 
and the preemptive right may be non- 
existent. As to the fourth basic stock 
ownership right, to share in assets upon 
liquidation, his right is given preference 
over common stock but is limited to a 
determinable amount, secondary to but 
having much in common with creditor 
equity. If these things are true, the cor- 
porate entity would have no right to main- 
tain the preferred stock equity on a current 
dollar basis by charges against income. In 
the rare instance of fully participating 
preferred stock, there would be full justi- 
fication for doing so. 


MEASUREMENT OF INFLATIONARY 
CAPITAL LOSS 


This paper will now attempt to examine 
and set forth accepted accounting prin- 
ciples which will act as guides for measur- 
ing the periodic capital erosion which 
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occurs during years of rising price levels. 
It will attempt to do so without trying to 
determine either the replacement value or 
actual value of any asset. Computations 
will all be based on owner equity. The 
resulting adjustment of net income should 
seem logical and natural and should bene- 
fit all financial statements. 

The objective in the following discus- 
sion will be to protect stockholder equity 
against decreasing purchasing power of the 
dollars invested before reporting a profit. 
It would seem that to get the proper 
charge for inflationary loss, all that would 
be necessary would be to multiply the 
stockholder equity at the beginning of the 
year by the per cent of price level rise dur- 
ing the year. Thus, if stockholder equity 
at the beginning of the year consisted of 
capital stock, $500,000, and retained in- 
come, $200,000, and there were a five per 
cent price level rise; there should be a 
$35,000 charge against income for infla- 
tion loss. This, however, would be unreal- 
istic and wrong. It would be in conflict 
with two basic accounting principles which 
are vital and pertinent to this whole prob- 
lem: 

1. We cannot take an inflationary capital loss 
on owner equity in an asset while com- 
pletely ignoring inflationary gains on that 
same asset. 


2. Inflationary losses must be matched against 
inflationary gains as they are realized. 


Those two principles should be control- 
ling in price level accounting. Their reason- 
ableness will be demonstrated several 
times in a more extended illustration, but 
one simple example will serve to do so at 
this point. Suppose that an enterprise 
bought land for speculative purposes for 
$10,000, that it maintains fifty per cent 
equity in the land for a seven-year period 
while the price level steadily rises seventy 
per cent, and that it sells the land for 
$25,000. One could not suggest that this 
business should charge an inflation loss 


against income each year for the owner 
investment in this land; and then, when the 
asset is sold, show a $15,000 realized gain. 
Instead, it should make no annual pro. 
vision for capital erosion on this segment 
of owner equity and compute the real gain 
on the venture when the sale is made in the 
following manner: 


Deduct: 
$10,000 
Capital erosion ($10,000 50% 
owner equity X70% price 
3,500 13,500 
Net profit on venture..................4. $11,500 


If the purchase of the land had been 
entirely financed by owner investment, 
there would have been only $8,000 profit. 
The extra $3,500 profit is real economic 
income resulting from ‘trading on equity.” 

If the sale price of the land had been 
$12,000, the $3,500 for capital erosion 
would still have been a proper charge, 
and there would have been a net loss of 
$1,500. 

A very pertinent question may arise as 
a result of the foregoing illustration. 
Should the appreciation in excess of the 
percentage of price level rise times the 
owner investment in this asset during the 
seven-year period be considered to offset 
an inflation loss on owner investment in 
some other asset that appreciates more slow- 
ly than the price level rise, or in other non- 
appreciating assets such as cash, receiv- 
ables, or bond investment? The answer 
proposed here is that for purposes of price 
level accounting, all assets and the owner 
equity in those assets should be assumed 
to be, and can rationally be, classified as 
either the normally appreciating type or 
the normally non-appreciating type and that 
these lines of classification should not be 
crossed. We should assume that long-lived 
assets of a type that normally appreciate 
with rising price levels will do so to 4 
degree that will offset any capital loss 
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during their life, and that an inflation loss 
will be computed on owner equity in these 
assets and matched against income in the 
period when they are utilized or realized 
(as in the case of land), and that any ex- 
cess or deficiency of the realized price over 
cost and the inflation loss is real economic 
profit or loss. Owner equity in non- 
appreciating assets should be subject to an 
annual inflationary loss charge in periods 
of rising prices. 
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price level rise. There seems to be general 
agreement that a general price index 
should be used for such purposes. The 
American Accounting Association Com- 
mittee on Concepts and Standards has rec- 
ommended the Bureau of Labor Statis- 
tics’ Consumer Price Index for preparation 
of supplementary statements on a current 
dollar basis. The Business Executives’ 
Research Council of Greater Chicago in 
co-operation with Northwestern Univer- 


Two more points should be discussed sity has recommended the Bureau of Labor 


before presenting the illustration. First, 
how is owner equity in assets to be deter- 
mined? Two methods may be used. It may 
be considered to be a percentage of each 
asset owned by the business. The per- 
centage would be arrived at by dividing 
the total owner equity by the total book 
value of all assets owned. The alternative, 
and probably the better method, would 
assume that owner equity in current assets 
equals net current assets, working capital, 
and that remaining owner equity applies 
to non-current assets on a pro rata basis. 
Thus no single debt would be identified 
with a particular asset. 


Statistics’ Consumer or Wholesale Com- 
modity Price Index with the additional 
suggestion that an officially sanctioned 
index number should be constructed, 
perhaps by the Department of Commerce, 
designed especially for use in price index 
adjustments. The consumer price index 
will be used in this illustration. 

To illustrate the principles discussed, we 
start with the balance sheet given below. 

The price level rose 3.37 per cent in 
1957. 

There should be no question as to what 
happens to ownership equity in current 
assets during periods of rising prices. The 


The other question concerns the use off purchasing power of dollars invested in 


a price index to determine the per cent of 


these assets obviously decreases. With the 


A Corporation, Balance Sheet 
January 1, 1957 


ASSETS 
Current Assets: 
Cash and Receivables............... $ 250,000 
Marketable securities. .............. 100,000 
Investments in subsidiary............. $ 105,000 
Plant and Equipment: 
$300,000 
Accumulated Depreciation. 50,000 250,000 
Machinery & Equipment $750,000 
Accumulated Depreciation. 200,000 550,000 


LIABILITIES 
$ 150,000 
Long-term Liabilities.................. 250,000 

NET WORTH 
Capital Stock, Common............... $ 600,000 
500,000 
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exception of marketable securities and in- 
ventories, there is no offsetting apprecia- 
tion. These two assets, however, will nor- 
mally be realized during the year 1957. 
Inflation loss should therefore be matched 
against income in 1957 in accordance with 
the principles previously developed. The 
loss would be computed: owner equity in 
net current assets times the per cent of 
price level rise, or 


$345,000 3.37% = $11,627 


In the event marketable securities owned 
at the first of the year have not been sold 
by December 31, 1957, their classification 
should be changed to that of investments 
and the comments below would apply. 

Inflation loss on owner equity in invest- 
ments or any other non-current assets 
which do not appreciate with rising price 
levels (such as bonds, mortgages, and usu- 
ally preferred stock) should be computed 
in the same manner as for current assets. 
No loss should be taken on investments 
that do normally appreciate, such as an 
investment in stock of a subsidiary, until 
such appreciation is realized by sale. At 
that date, inflation loss should be taken on 
the equity in the asset since the date of 
acquisition. The most difficult problem of 
all arises here. Suppose the subsidiary 
stock, after having been owned five years, 
was sold in December, 1957. What is the 
owner equity in the investment during the 
five-year period it was held? It should not 
be company funds invested in the stock 
when it was bought, since the funds paid in 
for stock by the owners soon lose their 
identity. The average per cent of owner 
equity in non-current assets for the five- 
year period should probably be computed. 
This would be the dollar years of owner 
equity in non-current assets divided by 
dollar years of non-current assets, both 
computed from year-end balance sheet 
figures. 

The owner equity in non-current assets 
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of our balance sheet is $755,000 (owner 
equity, $1,100,000 minus owner equity in 
current assets, $345,000). Non-current 
assets in the balance sheet amount to 
$1,005,000. Thus owner equity in non-cur- 
rent assets is approximately seventy-five 
per cent. To get the average, previous bal- 
ance sheet figures for three or four years 
should be added to those above. Assuming 
the average owner equity to have been 
seventy-five per cent and an 8.2 per cent 
price level rise since acquisition, the infla- 
tion loss on owner equity in this asset since 
acquisition would be: 

Cost, $105,000, X owner equity, 75%, 
X price level rise, 8.2% = $6,458 

Land in the balance sheet should be 
treated in the same manner as was the in- 
vestment in subsidiary stock—no inflation 
loss unless the asset was sold during the 
year. 

We come next to depreciable assets. | 
feel that these should be classed as nor- 
mally appreciating assets. It is not the fact 
that a business expects to realize dollars in 
excess of cost by selling the asset that 
makes this so, but that the asset will pro- 
duce a product or service that has a higher 
realizable value. These assets, then, will 
be given the same treatment as the invest- 
ment in stock, except that they are real- 
ized as they contribute to the inflated dol- 
lar sales each period. Inflation loss on 
owner equity in depreciable assets, then, 
should be taken each period for the price 
level rise since acquisition on that part of 
the asset realized. The building in the bal- 
ance sheet above has been owned since 
January 1952. Assuming a thirty-year 
life, straight-line depreciation, a price level 
rise of 10.8 per cent since acquisition, anda 
seventy-five per cent average owner equity 
in the building, the inflation loss on owner 
equity in this asset for 1957 would be com- 
puted as follows: 


(1/30X $300,000) x 75% x 10.8% = $810 
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It may be acceptable to use a short-cut 
method for computing the inflation loss on 
owner equity in equipment. If it is known 
that these assets are being depreciated on a 
fifteen-year basis, then it is obvious that 
equipment is an average of four years old 
at January 1, 1957. The price level rise 
since their average acquisition date to De- 
cember 31, 1957, was 8.2%. Inflation loss 
on owner equity in these assets would be: 


($750,000 X 1/15) X 75% X 8.2% = $3.075 


The recapitulation of total capital loss 
for 1957, assuming the subsidiary stock 
had not been sold, is: 


achinery and equipment........ 3,075 

Total inflation loss............... $15,512 


Account titles similar to the following 
should be used in recording the erosion of 
capital for 1957: 


Debit: Inflationary Capital Loss. . 
Credit: Capital Adjustment— 


$15,512 
$15,512 


YEARS OF PRICE DECLINES 


The theory presented above for periods 
of price level rises must work equally well 
in years of price declines. We cannot ac- 
count for price level increases and ignore 
declines. Suppose that there had been a 
five per cent drop in the price level in 1957 
instead of, as actually happened, a 3.37 per 
cent rise. The computation would then be: 

On owner equity in: 


Current assets ($345,000X5%).......... $17 , 250* 
($750, 1/15X 75% 
($300,000 1/30 75% 
Deflationary capital gain................ $17, 132* 


The adjustment to record this price de- 
cline at December 31, 1957, would be: 
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Debit: Capital Adjustment— 
ice Level. $17,132 
Credit: Deflationary 
$17,132 


We see, in the case of the equity in build- 
ing, that if the per cent of inflation since 
fixed assets were acquired exceeds the per 
cent of price decline in the current period, 
there will be an inflationary capital loss to 
offset deflationary gains on equity in cur- 
rent assets and equipment. It is even pos- 
sible that there would be a net inflationary _ 
capital loss, as a result of this, in a year in 
which the price level decline is slight or 
where there is no change in the price level. 

There is no difficulty in years of price de- 
cline—the computations are made in the 
same manner as in times of rising prices 
and the inflated dollar capital is deflated 
leaving the same purchasing and operating 
capacity in higher value dollars as perma- 
nent capital. 

The chief objection to the above com- 
putation of inflationary capital loss or de- 
flationary capital gain may be that owner 
equity in the beginning-of-the-year asset “ 
balances was used. This may be a rather 
radical innovation. But if we assume a 
business that owns no appreciating assets 
or assume that any such assets owned are 
of a short-term nature, we would not even 
have to look at assets or at owner equity in 
specific assets to determine what the cap- 
ital erosion would be for the period. The 
objective, as stated before, is to protect in- 
vested capital before taking a profit; to do 
this all that would be necessary would be 
to charge income with the price level rise 
times the beginning owner equity. If the 
case were otherwise and if there were large 
shifts of funds from appreciating assets to 
non-appreciating assets or vice versa, this 
may not dispose of the objection. There 
should be further study on this point. 

Another assumption made in the solu- 
tion above may need modification—that 
the price level rise for the full year would 
be taken on owner equity in all long-lived ” 
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assets owned at the beginning of the year 
even if sold during the year. No capital 
loss would be taken on owner equity in as- 
sets acquired during the year. This seems 
consonant with the position taken with 
reference to the question raised in the pre- 
ceding paragraph. 

I believe, however, that the principles 
set forth to be used as guides in measuring 
capital erosion are sound and that the 
methods used in the computation of infla- 
tionary capital loss, while simple, may be 
as effective as can be devised. 


CAPITAL ADJUSTMENT, PRIOR YEARS 


If the system of price level accounting 
outlined above were adopted, it may seem 
desirable, although not mandatory, that 
the retained income prior to the year of 
adoption should be adjusted to reflect price 
level changes of previous years. There may 
be no alternative to a year by year com- 
putation to relieve retained earnings of the 
inflationary capital loss that took place in 
prior years. This would become quite a 
chore if the corporation had been in exist- 
ence for several years, and the chief value, 
perhaps the only value, of such a computa- 
tion would be to prove that past accumu- 
lated real profits were not excessive. If it 
were to be done on an annual basis, the 
computations would be based on balance 
sheet figures for each year the same as 
above. 


FINANCIAL STATEMENTS AND BENEFITS 
OF THE SYSTEM 


There may be some question as to where 
“Inflationary Capital Loss” or “‘Deflation- 
ary Capital Gain” should appear on the 
income statement.\It may be argued that 
the former should enter product costs and 
appear in unit cost or in the cost of goods 
manufactured statement, To cost the 


product competitively with plants having 
newer facilities and taking higher deprecia- 
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tion, it would seem that inflationary cap- 
ital loss should be added to product costs, 
This is questionable, however, because the 
higher depreciation on the newer facilities 
would already be offset, or more than off. 
set, by economies of more efficient opera- 
tion. A survey by the McGraw-Hill De. 
partment of Economics shows how rapidly 
this happens. It states that the latest mod- 
els of machine tools are forty per cent more 
productive than the predecessor models of 
just ten years ago. The unit cost of a like 
product in the newer plant is likely to be 
lower. In that case, it would not be wise to 
add to the unit cost of the older company. 

The arguments for crediting ‘‘Deflation- 
ary Capital Gains” to product costs in 
periods of falling price levels is much 
stronger. Here the older company is taking 
the higher depreciation as well as having 
the disadvantage of a less modern plant. 
It may wish to decrease unit costs to a 
point where the product can be sold com- 
petitively and a gross profit still be real- 
ized. But new plant competition in periods 
of falling prices is the exception rather 
than the rule. Quasi-reorganization pro- 
cedures can still be employed for departing 
from cost when there has been a depres- 
sion-degree decline. 

For these reasons, it would probably be 
best to show an “Inflationary Capital 
Loss” or a “Deflationary Capital Gain” on 
the income statement in one figure as a de- 
duction or an addition to “Net Income 
from Operations.” The “Capital Adjust- 
ment—Price Level” account should appear 

‘Non the balance sheet under net worth, but 
probably under no presently used sub- 
classification of net worth. If it has a credit 
balance, as it normally would unless this 
method were first adopted in times of fall- 
ing prices, its balance should be added 
after total net worth otherwise has been 
determined. It has arisen at the expense of 
what would have formerly been termed 
retained income, but this should now 
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be a distinctly undesirable classification. 
What would be accomplished by this 


\ystem of price level accounting? This 


question must be asked in summarizing. 


The only ostensible effect, so far as the 


balance sheet is concerned, is to decrease 
the amount finding its way into retained 
income and opening an avenue for that 
portion of owner equity that is purely 
phantom profits to enter a net worth ac- 
count of an entirely different nature. At 
the same time, it would match a true cost 
of doing business, that of maintaining the 
operating power of stockholder invest- 
ments, against revenue. I believe that this 
would be a realistic method of accounting 
for the effect of price level changes on net 
income and on the various elements of net 
worth. It should cause a re-evaluation of 
existing ‘‘acceptable-so-long-as-they-are- 
consistent” variations in procedures for 
measurement of net income that have re- 
sulted from price level pressures. 

The principal purpose of this paper is to 
point out that there may be a more ra- 
tional approach to the problem of price 
level accounting than has been widely ad- 
vocated in the past. A large segment of the 


accounting profession has been unable to 
accept depreciation on any basis other 
than cost. Yet there are probably very few 
accountants who believe that nothing 
should be done about price level changes if 
a logical solution can be found. Also, few 
advocates of last-in-first-out inventory and 
current cost depreciation procedures claim 
that these methods meet present needs 
completely. The idea seems to be that 
more progress will be made through a step- 
by-step process, getting one step accepted 
and then moving on to the next. This is 
often true where a logical and consistent 
program is carried through to the final ob- 
jective. However, when viewed as con- 
cerning owner equity, the problem cannot 
so easily be broken down into phases to be 
solved piecemeal. The solution proposed 
here starts out with what is believed to be 
a thoroughly legitimate objective and at- 
tempts to treat each aspect of the problem 


equitably in reaching a solution. Methods _, 


used in this paper may be inadequate. But 
the basic principles to guide us in the solu- 
tion of the problem should not be com- 
plicated, and they should lead to the most 
reasonable and logical conclusion. 
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A TECHNIQUE TO ADJUST FINANCIAL STATE. 
MENT DATA FOR CHANGING PRICE LEVELS 


RICHARD A. RIDILLA 
Assistant Professor, University of Pittsburgh 


justing reported revenue for the 

changing value of the dollar have 
been developed, and some of these have 
become successful in their acceptance. In 
general, they represent similar techniques 
to reduce the distortion in financial state- 
ments attributable to price level fluctua- 
tions. Upon review of existing techniques, 
one may reach the conclusion that the dif- 
ficulties created by the instability of the 
dollar are no more formidable than the 
problem of making the necessary adjust- 
ments to already accumulated financial 
data in order to reflect current dollars. 
Therefore, to shorten this process, one 
simplified technique for price level adjust- 
ments to financial statements is reviewed 
here. 

A simplified technique for price level ad- 
justments should allow an analyst to deter- 
mine the price level effect on reported in- 
come without a great deal of additional 
detailed work. Once obtained, this infor- 
mation may accompany the regular cost- 
based financial statements. A reported 
balance sheet reflecting current values will 
greatly assist management and external 
analysts in evaluating a company’s finan- 
cial position based upon current dollars. 

The conclusions obtained here are sub- 
ject to several general limitations which 
the reader may or may not believe negate 
the final results. One assumption is that a 
general price level indicator (The Bureau 
of Labor Statistics’ Consumer Price Index 
in this case) primarily reflects variations in 
. the purchasing power of the dollar. Any 
™ changes i in the prices of commodities used 
in the index, which result from dynamic 


G issn approaches to the task of ad- 


supply and demand fluctuations, just tend 
to offset each other and, therefore, have 
little total effect upon the index value 
Secondly, the adjusted data are merely 
indications of facts, not facts in them. 
selves. Price level adjusted financial values 
for any one year, or a number of years, are 
only estimates based upon a systematic ap- 
plication of a price level indicator to basic 
accounting information. The end product 
better fits a category of indicated facts, 
rather than one of indisputable truths. 


Adjusting Net Income 


Writers have already argued both for 
and against price level adjustments to f- 
nancial statements in journals, mono- 
graphs, and books. Therefore, these con- 
flicting attitudes are not discussed here.] 
must, however, give credit for the basic 
idea underlying this technique to one of 
these recent articles whose author was op- 
posed to the idea of price level adjust- 
ments.’ Near the conclusion he presented a 
diagram converting a firm’s balance sheet 
values for 1950 and 1951 to the December 
price levels of each of the respective years. 
After obtaining the difference between the 
adjusted net assets for both years, and 
adding back dividends and accrued taxes, 
he arrived at an adjusted net income be- 
fore taxes. Using this technique, the ana- 
lyst determined a more correct value for 
gross and net assets and net income based 
upon current prices, thereby allowing fora 
more realistic calculation of return on cap- 
ital, return to stockholders, investment, 


1 Abraham J. Briloff, “Price Level Changes and 
Financial Statements: A Critical Reappraisal,” THE 
AccounTING REvIEW, (July, 1958), pp. 380-388. 
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earnings per share, and book value, among 
other things. However, the basic idea of 
Briloff’s article, that of price level adjust- 
ments, was partially omitted from his final 
analysis; his illustration neglected to indi- 
cate a price level loss for 1951 and per- 
mitted price level adjusted net income for 
the year to be more than unadjusted net 
income ($77,480 compared to $64,000) 
during a period of rising prices. It stands 
toreason that net income adjusted for ris- 
ing prices (or declining purchasing power) 
will always be less than the historical cost- 
based reported net income, unless, of 
course, liabilities are larger and/or older 
than assets, which is highly unlikely. 

This article, therefore, makes use of a 
technique similar to the one presented in 
Briloff’s article by adjusting the balance 
sheet values rather than the income state- 
ment values, in order to arrive at a net in- 
come in terms of current prices after re- 
moving the increase in conventionally re- 
ported revenue due to a net reduction in 
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purchasing power during the year. The 
steps to be followed are presented gener- 
ally, then in more detail in the following 
section. An illustration is also presented to 
show an application of the adjustment 
technique to a model corporation. To fa- 
cilitate the actual adjustments, there is 
included a fairly complete purchasing 
power conversion table which brings price 
level analysis up to date so that year end 
1958-1959 comparative balance sheets 
may be adjusted for the changing value of 
the dollar without additional purchasing 
power computations (see Table 1). 


Balance Sheet Adjustments—Steps to Com- 
pletion 


A price level adjusted net income or loss 
is obtained by observing the following pro- 
cedure. The first three steps are applied 
simultaneously to the balance sheet values 
of December 31, 1958, and December 31, 
1959. 


Step 1—Obtain and adjust net working capi- 


Taste I 


CoNnVERSION Factors For Price LEVEL ADJUSTMENTS 
FOR DECEMBER 1958-59 FINANCIAL DATA 


General Conversion General Conversion 
Date Price Factor Date Price ‘actor 
Index* Dec. 1959=100 Index* Dec. 1959= 100 

1919 740 1.696 1939 59.4 2.113 
1920 85.7 1.464 1940 59.9 2.095 
1921 76.4 1.643 1941 62.9 1.995 
1922 71.6 1.753 1942 69.7 1.801 
1923 72.9 1.722 1943 74.0 1.696 
1924 73.1 1.717 1944 75.2 1.669 
1925 75.0 1.673 1945 76.9 1.632 
1926 75.6 1.660 1946 83.4 1.505 
1927 74,2 1.691 1947 95.5 1.314 
1928 73.3 1.712 1948 102.8 1.221 
1929 73.3 1.712 1949 101.8 1.233 
1930 71.4 1.758 1950 102.8 1.221 
1931 65.0 1.931 1951 111.0 1.131 
1932 58.4 2.149 1952 113.5 1.106 
1933 55.3 2.269 1953 114.4 1.097 
1934 57.2 2.194 1954 114.8 1.093 
1935 58.7 2.138 1955 114.5 1,096 
1936 59.3 2.116 1956 116.2 1.080 
1937 61.4 2.044 1957 120.2 1.044 
1938 60.3 2.081 1958 123.5 1.016 
1959 _ 124.6 1.007 

Dec. 1959 ‘125.5 1.000 


* Using the BLS Consumer Price Index.(1947-49= 100). 
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tal to the December, 1959, price level. This step 
is accomplished by multiplying the unadjusted 
net working capital amounts for December 31, 
1958 and 1959, by the appropriate conversion 
factors (Table 1) in order to convert the reported 
dollar amounts to a December 1959 equivalent. 
Inventories may be extracted and considered 
separately. (This point will be discussed later in 
more detail.) 

Step 2—Determine reported dollar amounts 
for investments, plant and equipment assets, and 
all other assets by year of acquisition and convert 
these dollar amounts to December 1959 dollars 
by the use of conversion factors from Table 1. 
The adjusted dollar amounts for 1958 and 1959 
are then added to the result of Step 1 (above). 

Step 3.—From the adjusted dollar total of net 
working capital and other assets (Step 2), sub- 
tract adjusted long-term liabilities and preferred 
stock, if any. (The unadjusted long-term liabili- 
ties and preferred stock are adjusted to the De- 
cember 1959 price level by applying the proper 
conversion factor by year of occurrence to the 
unadjusted amounts, similar to the conversion of 
unadjusted assets in Step 2.) The remainder is 
the price level adjusted dollar amount assigned 
to common stockholders’ equity for each year. 


Once the price level conversions are 
completed for the 1958 and 1959 balance 
sheets, the next two steps are necessary in 
order to determine the price level adjusted 
net income or loss. 


Siep 4.—Subtract the adjusted December 31, 
1958, common stockholders’ equity dollar amount 
from the adjusted December 31, 1959, common 
stockholders’ equity. The remainder may be the 
real, price level adjusted net income or loss, but 
in most instances further adjustment is necessary. 

Step 5.—Eliminate the changes in adjusted 
common stockholders’ equity for 1959 (from 
Step 4) caused by transactions other than income 
and expense. For example, an increase in out- 
standing common stock would be eliminated, 
dividends declared would be added back, etc. A 
more detailed presentation of this procedure will 
follow. The balance remaining after these final 
adjustments is the adjusted net income or loss for 
the year. 


Note that this “back door” approach to 
_ the determination of the price level ad- 
justed net income (1) avoids the adjust- 
ment of “nominal” accounts, and (2) en- 
ables the analyst to obtain adjusted values 
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for assets and liabilities during the a4. 
justment procedure. With the basic tech. 
nique exposed, the succeeding paragraph; 
introduce a more liberal discussion of th 
adjustments and the reasons for the var. 
ious procedures. 


Balance Sheet Adjustments 


‘Current assets and liabilities fixed iy 


dollar amount such as cash, receivables, 
payables, etc., are not altered in most 
price level adjustment techniques because 
their values automatically rise and fall 
with changes in purchasing power. Hoy. 
ever, when fixed dollar assets are held dur. 
ing a period of rising prices, the owner sus. 
tains a real loss in purchasing power. Now 
more fixed dollar assets would be needed at 


the end of the period to just maintain the 
level of operating resources which existed 
before the rise in prices. On the other hand, 
during a period of rising prices, liabilities, 
which are also fixed in amount, decline in 
real value and the debtor experiences a 
gain in purchasing power. Therefore, in 
order to reveal whether a firm experiences 
a net gain or loss from fixed dollar current 
assets and current liabilities, it is only 
necessary here to determine net working 
capital and adjust it for the change in pur- 
chasing power during the year. During 
period of rising prices, a net loss will result 
in most instances, since firms maintain an 
excess of current assets over current liabili- 
ties. 

Inventories, as part of net working cap- 
ital, are subject to several types of individ- 
ual adjustments according to the tech- 
niques of other writers. Most of these 
inventory adjustments, or the easier of 
those proposed, assume that inventories 
are kept on a FIFO cost basis. Inventories 
kept on a LIFO basis become somewhat 
more difficult to adjust because of LIFO 
layering. 

When inventories are not given individ- 
ual consideration, it may be assumed that 


averag 
more. 
howev 
separ 
dollar 
| prices 
low fe 
| avoid 
ess, 

treatr 
| ital a 
other 
In’ 

betw 
value 
ing F 
asset 
= 
year 
powe 
orde 
| price 
net | 
at tl 

effec 
part 

men 
allo 
dete 
| bec: 
| and 
asse 
: 
list 
| the 
| bal 
| ass 
qui 


Adjusting Financial Statement Data to Price Levels 


FIFO is used as a cost basis and that the 
average inventory turnover is one (1) or 
more. When a LIFO cost basis is used, 
however, inventories must be considered 
separately and converted by year and net 
dollar accumulation to December 1959 
prices by using the procedure outlined be- 
low for plant and equipment assets. To 
avoid this slightly more complicated proc- 
ess, inventories are not given separate 
treatment in this presentation. Instead, 
they are adjusted by the net working cap- 
ital adjustment in the same way as any 
other current asset. 

In the plant and equipment section there 
will generally appear the largest variances 
between reported cost-based values and 
values adjusted to reflect current purchas- 
ing power. The net book values of these 
assets (the asset cost, less the allowance 
balance to date) are grouped according to 
year of acquisition, and a purchasing 
power factor is applied to each year in 
order to adjust it to the December 1959 
price level (this procedure will become 
more clear in a later illustration). Only the 
net book value of the fixed assets on hand 
at the end of the year has a price level 
effect on the reported net income of any 
particular year. In other price level adjust- 
ment techniques, any examination of the 
allowance for depreciation accounts to 
determine an adjusted depreciation by 
year of acquisition becomes quite involved 
because of different rates of depreciation 
and life expectancies of the various fixed 
assets. But here, only the remaining net 
book value is adjusted. Access to plant and 
equipment records is necessary in order to 
list chronologically the net book value of 
the total plant and equipment assets by 
year of acquisition. 

Investments, normally appearing in the 
balance sheet before plant and equipment 
assets, should be identified by year of ac- 
quisition and adjusted to reflect current 
prices, similar to plant and equipment 
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assets. The market value of investment 
assets is also important to the analyst and 
may be indicated in the conventional 
balance sheet. Assets in the “other assets” 
category may be adjusted in a similar 
manner. However, because of their usual 
low dollar values, these assets may not be 
adjusted before being included with the 
other adjusted balance sheet assets. 

Long-term liabilities and preferred stock 
with any related paid-in capital accounts 
are generally overlooked in price level 
adjustments bécause they are fixed dollar 
items. Nevertheless, borrowing with either 
long-term liabilities or preferred stock 
results in a real gain to a firm that later 
repays the debt with cheapened dollars due 
to interim price level increases. Therefore, 
these items are adjusted by listing their 
values according to the year of occurrence 
and then applying a purchasing power 
conversion factor to each year. The differ- 
ence between the historical costs and the 
adjusted values represents a real gain, not 
a loss, with increasing prices. And this gain 
has the effect of reducing the total price 
level adjusted loss. 

An adjusted net increase or decrease in 
the net assets from one year to the next, 
less preferred stock and related accounts, 
will be balanced by an identical increase or 
decrease in the remaining (common) stock- 
holders’ equity of a corporation. This 
increase or decrease in the common stock- 
holders’ equity will be the result of several 
factors other than price level adjusted net 
income, and these factors must be identi- 
fied and eliminated in order to complete 
the analysis and to determine a net income 
that reflects current prices. Final factors to 
be eliminated from common stockholders’ 
equity are: 

(1) Increases or decreases in common stock 
and related paid-in capital accounts resulting 
from common stock transactions during the year 
must be determined. The net change for the year 
(1959) in these accounts is adjusted to the De- 
cember 1959 price level. This adjusted value is 
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then eliminated from the gross change reflected 
in the common stockholders’ equity. 

(2) Retained earnings reductions due to divi- 
dends paid or declared must also be adjusted and 
eliminated. If dividends are paid evenly through- 


laneous items are certain to arise in actual 
situations. But with the above information 
as a guide, an analyst should be able to 
handle other items and determine a con- 


Retaines 
out the year (e.g., once every quarter), it is as- sistent price level adjustment. After all, Net Ince 
sumed that they were paid at the average yearly the final result will be only an indication of Less: Fe 
price level, and total dividends are adjusted to price level effects upon the firm’s financial Net Inc 
reflect the December 1959 price level. If, how- mR Less: Di 

hee data based upon some rather limiting 
ever, dividends are paid or declared only in De- - : ‘ 
cember, no adjustment or price level change need @SSumptions. The values derived from this Net Inc 
be made, since the dollar amount set aside or paid technique, nevertheless, are probably no nats 
in December will reflect current prices. more or no less indicative of fact than other 
(3) If appreciation capital changes are present, cajculated amounts that are indeed alread 
they must be identified, adjusted to the appro- F y preser 
priate December 1959 price level, and eliminated useful to modern financial analysts. amou) 
from the increase or decrease in the stockholders’ 
equity, similar to the paid-in capital changes in An Illustration of Price Level Adjustments st 
common stock above. Treasury stock changes Exhibit 1-A presents the conventional the . 
dur ve the year must also be adjusted and elim- ¢ost-hased comparative balance sheet of -A 
ee XYZ, Incorporated, for 1959. Similar ir 
This review of various price level adjust- information is available in the usual annual pag 
ments is not at all inclusive, and miscel- report in which financial statements are oakas 
EXHIBIT 1-A 
XYZ, INCORPORATED holde 
HISTORICAL COST-BASED COMPARATIVE BALANCE SHEET Ex 
December 31, 1958 December 31, 1959 state 
Current Assets: indic 
Current Liabilities: 
Plant and Equipment Net 1 
u 
Ec 
$150,000 $150,000 E 
Stockholders’ Equity: Bon 
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EXHIBIT 1-B 
XYZ, INCORPORATED 
HISTORICAL COST-BASED DATA AFFECTING RETAINED EARNINGS 
December 31, 1959 


Retained Earnings, December 31, 1958................ 
Net Income for Year (Before Taxes).................. 


Net Income for Year (After Taxes)................... 
Less: Dividends (Paid Quarterly)....................- 


Net Increase in Retained Earnings................... 
Retained Earnings, December 31, 1959................ 


presented in a comparative style. The 
amounts used in this illustration are pur- 
posely small and simple so the adjustment 
technique can be more closely followed by 
the reader. In the balance sheet, Exhibit 
1-A, net working capital is first deter- 
mined, then plant and equipment assets 
are added and long-term liabilities are 
subtracted in order to arrive at net assets; 
net assets are then matched by stock- 
holders’ equity. 

Exhibit 1-B, which is substantially a 
statement of retained earnings for 1959, 
indicates net income before taxes, federal 
taxes, and dividends paid or declared dur- 
ing 1959. Since the income statement is not 
adjusted, it is not shown here. But it is 


necessary to indicate the reported net 
income before federal taxes so a later com- 
parison can be made with the price level 
adjusted net income. 

Exhibits 2-A and 2-B indicate the ad- 
justment technique to be followed by 
presenting simplified worksheets to facili- 
tate the adjustment process. In Exhibit 
2-A (December 31, 1958, data), only the 
net working capital is presented, instead of 
specific current assets less current liabili- 
ties shown in Exhibit 1-A. Only one pur- 
chasing power conversion factor is used to 
convert net working capital at average 
1958 values to the December 1959 price 
level. The proper conversion factor is 
obtained from Table 1, “Conversion 


EXHIBIT 2-A 


XYZ, INCORPORATED 
PRICE LEVEL CONVERSION SHEET—December 31, 1958 


Plant and Equipment: 
Lan 


Historical Data 
Conversion Adjusted 


December 31, 1958 
Factors to Data to 
Date Net Amount Dec. 1959 Dec. 1959 


1958 $ 44,000 1.016 $ 44,704 
1955 5,000 1.096 ; 
1940 15,000 2.095 31,425 
1941 27 ,000 1.995 53,865 
1941 12,000 1.995 23,940 
1949 35,000 1.233 43,155 
1954 12,000 1.093 13,116 
1950 ($ 20,000) 1.221 ($ 24,420) 
1951 30, 1.131 33,930) 
1955 5,000) 1 5,480) 
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EXHIBIT 2-B 


XYZ, INCORPORATED 
PRICE LEVEL CONVERSION SHEET—December 31, 1959 


Net Working Capital 


Factors for Price Level Adjustments for 
December 1958-59 Financial Data.” Table 
1 was prepared by using the Bureau of 
Labor Statistics’ Consumer Price Index 
(1947-49= 100); it is designed to facilitate 
price level adjustments of assets and lia- 
bilities acquired or incurred. With this 
table, an analyst may adjust any amount 
from 1919 to the December 1959 price level 
by multiplying it by the applicable con- 
version factor. Notice that amounts dated 
1959 (net working capital and new equip- 
ment, Exhibit 2-B) are adjusted by a con- 
version factor which converts the average 
1959 prices to the December 1959 price 
level. 

Investment assets in Exhibits 2-A and 
2-B did not change during the year; there- 
fore, they reflect the same adjusted value, 
$5,480. 

Plant and equipment assets are lumped 
together by year of acquisition and listed 
by net book value at December 1958 (Ex- 
hibit 2-A), and December 1959 (Exhibit 
2-B). Individual recognition of the various 
categories in this illustration (like land, 
buildings, etc.) is unnecessary and is shown 


Historical Data 
December 31, 1959 Conversion 
Factors to 


Dec. 1959 


Net Amount 


$ 50,000 
1955 5,000 


1941 19,950 
1949 1.233 36,990 
1954 1.093 10,930 


888888 


here only in order to make the presentation 
clearer. A conversion factor is applied, by 
years, to the net amounts, resulting in the 
conversion of historical costs to current 
dollars. From the total of net working 
capital and plant and equipment (unad- 
justed and adjusted) are subtracted long- 


term liabilities and preferred stock; the § 


value of common stockholders’ equity at 
historical cost and at a price level adjusted 
value results ($95,000 and $151,855 for 
1958, and $115,000 and $170,625 for 1959). 

With Exhibits 2-A and 2-B completed, 
and the cost-based balance sheets for both 
years adjusted to December, 1959, values, 
the analyst may proceed to obtain ad- 
justed net income. 


Adjusted Net Income 


If there were no transactions during 
1959 which affected preferred stock, com- 
mon stock, or retained earnings, the differ- 
ence between beginning adjusted common 
stockholders’ equity ($151,855, Exhibit 
2-A) and ending adjusted common stock- 
holders’ equity ($170,625, Exhibit 2-B) 
would be the result of adjusted net income 
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EXHIBIT 3 
XYZ, INCORPORATED 
RECONCILIATION OF BOOK NET INCOME WITH REAL NET INCOME 
For the Year Ended December 31, 1959 


ed Book Net Income (Before Taxes) 


Adjusted Common Stockholders’ Equity, December 31, 1959, Data 
| Adjusted Common Stockholders’ Equity, December 31, 1958, Data 


Net Real Increase to Common 
Stockholders’ Equity for 1959 


(Paid Quarterly) Adjusted to December 1959 Price Level ($5,000 1.007)... . 
Federal Income Taxes Accrued in December 1959 (No Price Level Adjustment) 


$ 18,770 
5,035 
5,000 


Less: 
Additional Common Stock Sold During 1959 Adjusted to December 1959 Price Level 


($10,000 1.007) 
Real Net Income Before Taxes 


Net Adjusted Loss Due to Increasing Price Level 


($170,625 minus $151,855 equals 
i $18,770). However, since there were trans- 

actions affecting these accounts, these 
transactions must be identified and 
eliminated in order to obtain the correct 
price level adjusted net income; Exhibit 3 
illustrates a procedure by which to elimi- 
nate these items. 

Exhibit 3 should be nearly self-explana- 
tory although a few additional comments 
may be required. First, after the difference 
between beginning and ending common 
» stockholders’ equity ($18,770) is com- 
puted, dividends are added back because 
they originally acted to reduce retained 
earnings. Dividends are adjusted to the 
December 1959 price level from average 
1959 prices because they were paid evenly 
(quarterly) throughout the year. Federal 
income taxes are added back with mo price 
level adjustment because this amount was 
accrued at year-end and already reflects 
December prices. Secondly, the net in- 
crease in common stock is deducted 
because it originally increased common 
stockholders’ equity. The resulting amount 
of $18,805 indicates the residual change in 
retained earnings due to price level ad- 
justed net income, and the difference 
between this amount and reported net 


income ($20,000) reflects the net loss in 
purchasing power for the year ($1,195). 
The end result, with minor exceptions, will 
always show adjusted net income Jess than 
reported net income. The difference be-/ 
tween reported and adjusted net income is 
not an actual loss, however, but_rather a 
purchasing power deduction- which isthe 
result.of the currently acceptable account- 
ing practice of showing net income without 
consideration of waning purchasing power. 
In this illustration the loss is substantial 
enough, nearly 6 per cent of reported net 
income before taxes, to be regarded as sig- 


, nificant by management and interested 


analysts. In addition to the price level 
adjusted net income determined by this 
technique, other valuable data are also 
supplied. Turning to Exhibit 4, the reader 
may compare, side by side, assets, liabili- 
ties, and stockholders’ equities at cost 
with price level adjusted amounts as of 
December 31, 1959 (taken from Exhibit 
2-B). Total adjusted assets of $210,035 
may be compared with adjusted net in- 
come, indicating a much smaller return on 
capital than the one obtained from cost 
records alone ($18,805 income on $210,035 
of assets, compared with $20,000 on 
$150,000). It must also be remembered 
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EXHIBIT 4 


XYZ, INCORPORATED 
HISTORICAL COST-BASED AND PRICE LEVEL ADJUSTED BALANCE SHEETS 
December 31, 1959 


Stockholders’ Equity: 


that the adjusted accounts do not repre- 
sent replacement costs, but rather the 
amounts necessary to maintain the same 
capital resources position since the acquisi- 
tion of assets or the incurrence of debt. For 
example, Exhibit 4 indicates that (1) it 
would take $50,350 worth of net working 
capital at December 1959 to equal $50,000 
worth of net working capital at average 
1959 prices; (2) $5,480 worth of invest- 
ments at December 1959 is needed to 
match $5,000 worth of investments at 
average 1955 prices; and (3) $176,105 
worth of net assets at December 1959 just 
equals $120,000 worth of net assets ac- 
quired at various times in the past. 


Conclusion 


Price level adjusted financial data may 
be rather revealing to an analyst who is 
attempting to understand how the external 
changing economic environment affects a 
business or business in general. Aside from 
the specific injustices to various economic 
groups which it creates, inflation secretly 
extracts its toll from all business enter- 


Historical Cost- Price Level 
Based Amounts Adjusted Amounts 
December 31, 1959 December 31, 1959 
$ 50,000 $ 50,350 
5,000 
.. $15,000 $31,425 
25,000 49,875 
55,000 72,905 
95,000 154,205 
$150,000 $210,035 
30,000 33,930 
$120,000 $176,105 
170, 625 
$120,000 $176, 105 


prises as well. Accountants, however, 
generally neglect to indicate this toll be 
cause of the following objections: (1) an 
exact indication of the price level effect 


ble; only systematic approximations can be 


made; (2) since the results will be incorrect f 


and debatable, many analysts feel that it 
would be foolish to spend time and effort in 
developing an adjusted incorrect net in 
come. 

At the present time, not much can be 
done about the first objection. Some 
writers have suggested more specific in- 
dexes as one means to overcome the broad- 
ness of a general price level index. But s0 
long as prices fluctuate because of (1) 
dynamic demand and supply factors and 


(2) price level changes, general or specific f 


indexes will only be approximations of the 
real elusive price level change. 

In answer to the second objection, how- 
ever, the additional time and effort in 
volved in obtaining the adjusted data may 
be reduced by the use of a simplified tech- 
nique similar to the one just presented. 
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AUDITING, MANAGEMENT ADVISORY SERVICES, 
SOCIAL SERVICE, AND THE PROFIT MOTIVE 


GEORGE MEAD 
Instructor, University of Illinois 


tomed to having their function mis- 
understood. Perhaps it is because of 
their relative youth in truly professional 


Pine toh accountants are accus- 


| activity that accountants are still often 
' equated with the old green eyeshade and 
| allitimplies. However, even many of those 


quite familiar with accounting practice 
today are unsure of the extent of public 
accountants’ capacities. Not even practic- 


» ing CPAs are agreed upon what their title 


gives them license to do. 

For the good of both the public and the 
public accounting profession, the term 
CPA as a professional designation needs to 
be defined and delimited. The individual 


| accounting firm gains its professional repu- 
| tation—undoubtedly its most valuable 
| asset-—from two sources. One of these is 


the standing the firm name per se has 


| acquired in its immediate sphere of in- 


fluence, whether that be one small com- 
munity or the entire nation and beyond. 
This of course depends on the integrity, 
competence, and reliability of the firm 
personnel, partners, and staff. The other 
source, however, is a profession-wide char- 
acteristic, the title “CPA” which guaran- 
tees to the public minimums (not always 
uniform) of education, experience, and 
integrity of those who bear this designa- 
tion. It seems desirable that this title 
should also have widely accepted meaning 
as to the general area of services properly 
provided by CPAs. In the past, the inde- 
pendent audit has been the primary pro- 
fessional function of public accountants. 
Examination of financial statements was 
their unique franchise, by and large the 
source of their professional standing. Yet 


CPAs have also always provided to man- 
agement services other than auditing, 
services which, while lacking the dignify- 
ing and unique distinction of responsibility 
to unknown third parties, have neverthe- 
less been useful and desired. This aspect of 
accounting practice is currently becoming 
more and more emphasized to the extent 
that some enthusiasts predict that audit- 
ing will some day be the definitely subsid- 
iary function. There is a feeling that 
‘‘whatever service our clients need, we’ll 
supply,” even though these extensions of 
services may go well beyond the traditional 
realm of accounting technology and raise 
many questions. Among the questions 
raised, for example, are competence to 
perform assignments only indirectly re- 
lated to accounting, standards of work, 
professional regulation, conflict with the 
concept of independence in auditing, and 
even questions as to whether such activi- 
ties tend to be merely a business, lacking 
some essential quality inherent in “pro- 
fessional” work and therefore perhaps 
degrading to the designation “CPA.” An- 
other factor of importance is that the audit 
function may suffer when problems of 
sheer time and manpower force practi- 
tioners to choose between the two social 
services, auditing and management advice. 

These questions indicate that the prac- 
ticing profession needs a cohesiveness of 
purpose, some designation of its proper 
area of professional activity. The title 
“M.D.” has generally accepted physical 
delimitation; a doctor does not practice 
psychology even though he may use it a 
little. A member of the bar is concerned 
with matters of law and only closely re- 
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lated problems. The CPA is considered 
first of all to be an auditor, but he is in 
constant contact with clients’ problems of 
a non-auditing nature which he and his 
firm can to a greater or lesser extent assist 
in solving. How far should he stray in this 
direction—or would he be straying? The 
meaning of “CPA” is a profession-wide 
question but each practitioner and firm 
faces the problem daily at the practice 
level. Here the assistance of the American 
Institute of Certified Public Accountants 
as a medium for exchange of ideas to pro- 
mote the most advanced professional 
thought is essential since such decisions 
can scarcely be made intelligently in the 
narrow confines of the individual firm’s 
practice while using a day-to-day, “‘cur- 
rent operating,” short run approach. Until 
some limited function and definition of 
“CPA” are adopted, public accounting 
practices can and will continue to develop 
and change without any basic profession- 
wide guidance. “It seems to me urgently 
desirable that CPAs clearly discern their 
proper place in our society, and lose no 
time in preparing themselves for the re- 
sponsibilities which lie ahead.””? 


Service as a Guide 


Perhaps the proper purpose for the pro- 
fession can be found in a study of ethics. 
Any moral person is concerned with 
“doing what is right.”” He wants to know 
what actions are desirable, how the great- 
est good can be accomplished. A Robinson 
Crusoe could hardly be unethical in the 
sense of social ethics; if he is good to him- 
self, he has been good to “society.”” But 
anywhere there is a true society, ethical 
precepts have developed, providing stand- 
ards for acting toward one another which 
that society has found help it function in 
the manner it believes to be best, stand- 
ards which produce the greatest good as 
each group chooses to define “‘good.” The 
individual tends to follow these standards 
either because he adopts the generally 


accepted view as his own or because he i 
coerced. He may also believe these stand. 
ards to be divinely inspired. 

Any professional man, to warrant his 
position of public irust, should be espe. 
cially anxious to ‘“‘do what is right.” But 
this is a “practical” application of ethics 
not a simple case of being always honest, 
faithful, and true. For example, a skillfy) 
attorney operating within the law may 
help thwart the conviction of a socially 
dangerous person, but society is benefited 
more in the broad view by the fact that 


attorneys will defend and not judge. A} 


medical doctor may not be overly anxious 
to be factual in a given instance if the truth 
would injure his patient in some manner, 
He has a higher duty, that of doing his 


utmost to serve the well-being of as many } 


persons as he is capable for as long as he 
can. Long run service to society seems to 
be the key. The focus of the public account- 
ing profession should be the same, the 
service in this case being to economic 
rather than physical health. This is not 


to say that ethical or moral rules are to bef 


ignored in business or the professions; they 
are still the basic directives. But where 
they seem to conflict, or where they would 
produce harsh results, where ‘“‘good” ac 
tions in the immediate instance would pro- 
duce future ill repercussions, the ideal oi 


service must guide the compromise. Thus i 


it seems the professional man especially 


has both the right and duty to view him- | 


self as a member of a continuing body of 


social servants and to act so as to maxi | 


mize the service performed by that body 
over the long run. When the best ethical 
position—maximization of social service— 
of a profession has thus been determined, 


rules of professional conduct may be de { 


rived to further its goals. 


Let us take the precepts of truth and?) 
loyalty to illustrate the ethical problem [ 


1 John L. Carey, “The Place of the CPA in Com § 
temporary Society,” The Journal of Accountancy, Vo 
106, No. 3, September 1953, page 32. } 
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is} found in directing the accounting profes- 


sion to the greatest social service. The 
independent auditor must have a sense of 
loyalty and must direct it properly, not 
solely to the audit client, but primarily to 
the readers of audited reports. They are 
recipients of the social service of auditing 
even though the audit client is more di- 
rectly benefited. They must be given no 
cause to doubt the auditor’s fidelity in 
providing the information they desire. Of 
course, the essence of auditing, the audi- 
tor’s “product,” is an expertly formed, 
truly unbiased opinion. He has a moral 
duty not only to tell the truth as he sees 
it, but also to avoid any relationship which 
might unconsciously sway his evaluation 


is} of the “truth.” If he holds himself out as 


being independent and actually is not, he 
is untruthful, even though he has every 
intent of reporting the “truth.” This is 
especially significant since economic truths 
are often expressible only as opinion. Also, 
if the auditor represents that he has ade- 
quately examined the data and in fact has 


| not, once again he is untruthful and dis- 


loyal, this time both to third parties and 
his audit client. 

The advisor to management, too, needs 
a sense of loyalty, but in this case the 
loyalty may be expressed solely as concern 
for the welfare of the client. Particularly 


| in the small practice, clients and prospec- 


tive clients often lack expert management, 
are too small to hire trained managers, and 


_ we find their most available source of ad- 


i} vicein the CPA. If the CPA has the requi- 


site talent and it is needed, it seems he has 
the moral right, if not the duty, to give of 
it. And truthfulness also is important 
here, particularly in the sense of giving 
opinions only when skill actually possessed 
is at least equal to that which the practi- 
tioner has represented himself as having 


- and which the client has come to believe 


him to have. 
Thus the precepts of truth and loyalty 
are applicable to both the auditing func- 


tion and the advisory function. Unfor- 
tunately, there is a conflict between the 
two services. When both are performed for 
the same client, basic loyalties are in op- 
position. It is true this does not neces- 
sarily negate the possibility that a mind 
well fortified with technical competence 
and an understanding of the nature of the 
task can remain “independent in fact.” 
But it does result in an increased pressure 
upon this fortress of competence and in- 
tegrity and causes an increased probabil- 
ity of bias, and thus a degree of doubt 
among financial statement readers, which 
could make the audit opinion less useful 
socially. It is the familiar question of 
whether a man can impartially judge his 
own work and that of persons under his 
influence. Even where the two functions 
are not performed for the same client, the 
question arises. Even if it were always 
possible to distinguish serving manage- 
ment from serving as management, what 
is “CPA” to mean—a judge of economic 
events or a molder of them? In a strict 
sense, a reputation for and public accept- 
ance as a consultant to business seems 
hardly compatible with concurrent activ- 
ity as an independent interpreter of busi- 
ness activities. The loyalties, viewpoints, 
and emphasis are different even though 
similar knowledge and techniques may be 
useful in both functions. “. . . if independ- 
ence is essentially an attitude of mind, 
can the same mind put it on and take it 
off like a cloak?’” Since ‘‘truth” is ulti- 
mately what the human mind seeks even 
when guided, as by accounting theory and 
auditing standards, a special kind of 
judgment is required of judges. Care in 
building a reputation that “CPA” guaran- 
tees such judgment is thus essential. The 
CPA’s audit function is of greatest useful- 
ness when he communicates truth. Not 
only must his representations be unbiased, 


2 Edward B. Wilcox, “Ethics: The Profession on 
= The Journal of Accountancy, November 1955, 
p. 77. 
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but they must be accepted as such. In 
this sense, to advocate extension of advi- 
sory services only ‘where independence is 
not jeopardized” seems unrealistic. 

While I believe the preceding tale of 
conflict to be theoretically sound and true 
in fact, it appears “impractical” to scuttle 
entirely either the audit or management 
advisory functions if we really believe 
CPAs as a profession should attempt to 
maximize social service. To continue the 
context of Mr. Wilcox’s statement above: 
“... to insist on rugged independence 
where it is inappropriate is to curtail use- 
fulness. It seems clear that the greatest 
good would not be achieved by denying 
services which the accountant is compe- 
tent to render.’* The late Marquis Eaton 
once asked that if the accountant carries 
even the present standards of objectivity 
and independence in auditing with him 
into advisory service, “...is he not in 
fact limiting the usefulness of his science 
by refusing to adapt it to the accepted 
standards of the situation in which it 
would be applied?’ There is no doubt as 
to the need in our economy for independ- 
ent audits, but there is also an unques- 
tioned need for advice to businesses of all 
sizes now being filled only partially and 
often incompetently. Much of this need 
can be filled by CPAs with little extra 
training or unusual experience. And much 
more is being done by CPAs and their firms 
through special training of accountants or 
the hiring of non-accounting experts. 

There is, then, no easy solution offered 
by a recourse to ethics. Our quick review 
of some ethical considerations has left un- 
fulfilled our quest for a single basic guide 
to enable the profession as a whole to 
provide the greatest social good. But how 
is such a concept measured? 


Profits as a Measure 


If we turn to the economic theory of 
free enterprise, we can find many state- 


ments to the effect that an individual 


“...may choose a certain phase of economir 


activity only because he expects to maximiz 
his own income in that way, but ordinarily sug 
a choice will enable him to make the greatest 
possible contribution to the production, income, 
and welfare of society as a whole as well.’ 


And that which provides the greatest social 
good or service is moral or ethical. Obyi- 
ously, not all “‘social goods” are “economic 
goods.”” Some things are not economically 
scarce (e.g., fresh air) nor transferable 
(e.g., good health, freedom). And even 
with those items which can be called eco- 
nomic goods, the market measure is not 
perfect for men are not always solely 
profit motivated; economic knowledge is 
never complete; minimum standards of 
living are socially accepted as “good”: 
many services of great social benefit are 
better performed by governmental units; 
some types of activities and their related 
profits are by common consent anti-social 
or “unfair” by ethical standards; and s# 
on. Our competitive price system is thusa 
perfect measure of neither “‘social good” 
nor “economic good.’ Particularly in the 
short run, inequities continually crop up 
which require that some adjustment be 
made. 

Even so, we have adopted and retained 
our imperfect system because we believe 
that it is the system which will in the long 
run provide the greatest social good, as 
nearly as social good can be recognized and f 
measured in terms of economics. Within 
this framework, the audit function is re 
warded economically according to what | 
the public and audit clients, as influenced 
by the Securities and Exchange Commis | 
sion and applicable laws, feel the benefits 
of the audit opinion are. The benefits are } 

Ibid. 

‘Marquis Eaton, “What is an Accountant?”, 
Journal of Accountancy, Vol. 99, Number 2, February, 
1955, page 49. 

5 Ralph H. Blodgett, Principles of Economics (te 


vised edition), New York, Rinehart & Company, Inc., 
1946, page 39. 
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slighted if the public cannot believe “CPA” 
guarantees loyal devotion to the quest for 
and reporting of unbiased accounting 
truths. “CPA” would be made economi- 
cally more valuable to every practitioner 
if the public could infer such a guarantee. 
In advisory services, again, the CPA’s 
product is not of such nature that the 
purchaser can readily test, weigh, and 
compare it to similar products before 
deciding upon its approximate value. The 
dient must rely on the CPA’s reputation 
and assume that if the CPA has under- 
taken to advise him, his problems have 
been faithfully considered by one compe- 
tent to do so, so that as nearly as possible 
he has been presented with truly the best 
alternatives. “‘CPA”’ should guarantee this 
even though it cannot assure that every 
CPA can handle any given problem of bus- 
iness advice. 

Thus the purchasers of the services of 
the CPAs determine the economic value of 
those services, also measuring the social 
usefulness of those services if our eco- 
nomic system operates at least roughly as 
theory says it does. In the individual case, 
the CPA’s reputation strongly influences 
the value of his services, yet more basic 
is the decision by the entire business 
society as to the relative value of the 
auditing and advisory functions on a pro- 
fession-wide basis. This reasoning says that 
profits or incomes are the measures of 
service to society by any business, pro- 
fession, or person. From this one would 
conclude that as a general guide in recon- 
ciling any conflict between the services of 
auditing and management advice, the 
proper choice is that which would result in 
the greatest income to all practicing CPAs 
as a body viewed in long range perspective. 
Any change in emphasis from one function 
to the other should be made only if the 
increased service (as measured by income) 
thereby gained is greater than the service 
value lost in the other area. For example, 
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bookkeeping services are socially desirable 
although closeness to the client and the 
appearance of non-professional activities 
may depreciate the value of “CPA” and 
therefore the value of the audit opinion. 
The decision as to whether such activities 
should or should not be abolished may be 
determined on the basis of whether long 
run total income to the profession would 
be increased or decreased. 

Two objections may be raised to such a 
“guide.” First, such a measure of social 
values depends upon competition and an 
effort to maximize income. Doesn’t a 
profession (a) attempt to suppress undue 
competition and (b) emphasize that serv- 
ice, not profit, is the proper goal? Cer- 
tainly the rules of professional conduct 
intend there is to be no direct competition 
among members although they cannot ex- 
clude competition, at least dignified com- 
petition, by members of the profession 
with other suppliers of similar services. 
And it would be unrealistic to hold that 
there are not at least competitive pressures 
within the profession itself. 

As for emphasis upon service, surely it 
is true that there are many trial lawyers 
who have at some time acted more out of 
a desire to defend human rights than a 
“‘crude”’ desire for a fee. And few, too, are 
the accounting firms which have not “lost 
money” on school district or charitable 
organization audits or which have not 
chosen to bill a small or needy client at 
less than “going rates.” Since this is true, 
and properly so, perhaps the preceding 
statement as to income maximization 
should be tempered to more nearly imply 
“How could the profession as a whole 
maximize income if the worth of services 
given were always received in money?” Or 
we could ask: “(How can the profession 
maximize social service and therefore per- 
sonal satisfaction, whether that service be 
paid for at ‘going rates’ or not?” Notice 
this suggests the profession should place 
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its own valuation on its services. This is 
really not a bad idea, but surely such a 
valuation must in the end be guided by 
the evaluation of society speaking through 
the market mechanism. 

A second general objection to the criteria 
of income maximization in making the 
label “CPA” most useful socially is its 
very imponderability. One can hardly 
measure, graph, or program the value of 
the services of a group of men and firms 
working as individuals at different places, 
under dissimilar circumstances; a group 
including some members more competent 
in one phase of practice, some more com- 
petent in another phase, some perhaps 
barely meeting minimum competence 
standards. Such values are always chang- 
ing, too, as business and social needs 
change. Basically, to say “CPA” equals 
social usefulness is to say the public accepts 
that title to be a guarantee of certain quali- 
ties for which it has need and is willing to 
pay. It has often been said in connection 
with the specific quality of independence 
that one publicized instance of a conscious- 
ly biased audit opinion depreciates the 
value of “CPA” everywhere. But what 
would be the repercussions if, for example, 
a given firm decided to refuse all auditing 
engagements and work exclusively with 
management advice? I would not hazard a 
guess, but in judging such an action we 
should look to see if the increase in this in- 
dividual firm’s service and income capacity 
is offset by a decline in the overall useful- 
ness of the profession, that is, some small 
decline in the public’s opinion or accept- 
ance of “CPA” since obviously the actual 
capabilities of the profession would be un- 
changed by such a move. Probably it would 
be impossible to measure, but I feel certain 
that if, for example, one of the large firms 
were to renounce all audit work, the dam- 
age to the profession would more than 
offset any anticipated income on the part 
of the firm. 
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Thus the profession has a goal, doing 
“what is right” for society (maximization 
of social service), and despite the difficulty 
of adequate measurement, I believe the 
criterion of income maximization will jp 
the long run and for the profession as 4 
whole point in the general direction of that 
voal. 


The Profits Yardstick in Practice 


The application of this criterion to 
practice must be made with extreme care 
for it has the appearance of urging an 
improper laissez-faire philosophy upon a 
profession, one already somewhat busi- 
nesslike in certain respects. How might 
this guide be applied in an individual firm’s 
process of policy-making? 

Let us assume a small firm with a good 
audit business. Lately several clients have 
been requesting aid in specific non-ac- 
counting areas such as market analysis, 
advertising policy, and employee wage 
plans. A specialist has been hired, a couple 
of audit staff men are interested, one of 
the partners finds himself also quite 
interested in this new phase of practice. 
In time there is a growing tendency to let 
the audit business take care of itself. The 
firm is becoming competent in these new 
lines and wishes to inform the public so its 
new capabilities may be fully utilized. It 
is realized that the clients of small practi- 
tioners are among those most needing pro- 
fessional management advice and yet small 
practices, because of size, are less able to 
fully equip themselves in these new special- 
ties and the partners ponder the effect of 
a blunder by less qualified fellow practi- 
tioners. Several professional rivals believe 
the firm is not practicing accountancy and 
may be placing its audit independence in 
varying degrees of jeopardy. 

Should the decision be to encourage the 
new lines of service or to ask the prospet- 
tive clients to find other help? In this 
decision, service should be the motive and 
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profit the guide. But, and this is a most 
important proviso, the decision must be 
in accordance with the long term best 
interests of the entire profession. Even 
when making major policy decisions, it is 
dificult for the individual practice, large 
or small, to ignore pressures that are 
acutely brought to bear every day. In such 
circumstances, there is real danger of ap- 
plying the profit guide in a manner both 
egocentric and shortsighted. In the ab- 
sence of any binding professional force, the 
individual firm feels compelled to roll with 
the punches as they come. 

One of the earmarks of a profession is 
general agreement upon what is or is not 
within the bounds of propriety for members 
of the group and some means by which all 
members are encouraged to stay within 
such bounds. Among public accountants 
this body of thought has always properly 
taken the viewpoint of the entire profes- 
sion as a continuing group. Thus laissez- 
faire competiton has been discouraged due 
to a feeling that the service (and income?) 
of all practicing CPAs would be greater 
without it. Similarly, certain avenues for 
personal or professional income have been 
closed to enhance auditing independence 
and thus the value of the audit opinion. 
Rulings, statements of policy, rules of pro- 
fessional conduct, all of these have been 
used by the American Institute to force a 
long run, profession-wide factor into cer- 
tain individual firm decisions. As yet, how- 
ever, the individual firm has little such 
guidance from the professional body in 
any decision involving direct or indirect 
choice between management advice and 
auditing. In the preceding example, the 
firm will make its decision according to 
its individual circumstances, staying, of 
course, within the bounds established by 
the profession. An idea of what is appro- 
priate is needed, 

It is at this higher level—the entire 
practicing profession—that the profit mo- 


tive as a guide to service maximization 
may be applied with less reservation but 
with no less care. Rules of professional 
conduct and other statements of propriety 
are reflective of the consensus of practic- 
ing CPAs. If income maximization is the 
basic guide, the consensus must not be 
merely the average of present activity but 
also a planned program in the future, the 
long run approach. 

For some practical steps toward a solu- 
tion we may start with the familiar idea 
of the interaction of supply and demand 
as determining the value of economic goods 
and services. To maximize the value of 
our services, we should investigate present 
and anticipated future demand for the 
services of the profession in terms of gen- 
eral types, amounts, and sources of de- 
mand. Both accounting theory and prac- 
tice are influenced by needs served. For 
example, accounting and auditing are be- 
coming increasingly important in the field 
of labor relations. Thus accountants should 
try to become free not only of the undue 
influence of one client but also of the in- 
fluence of a strictly management view- 
point. In addition, any other sources 
should be noted where services of similar 
nature are now or are likely to become 
available. These are the problems that 
the Institute’s committee on long-range 
objectives is very appropriately dealing 
with. Also, we should take steps as a group 
to inform the public of our capabilities, for 
any capacity unknown or disbelieved by 
the public is an economic and social waste. 

The supply side is much more difficult. 
We must attempt to take stock of capa- 
bilities present and those which can be 
acquired to meet future demands. Even 
assuming accountants could prepare them- 
selves for a wide variety of management 
services in addition to accounting and 
auditing, standards of competence in the 
new fields would be most difficult to define 
and administer. But more basic is the ques- 
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tion of whether there is any logical limit 
to the variety of services any profession 
should attempt to house under one roof. 
Though these are surely extreme examples, 
I have heard management services part- 
ners in two national firms say in effect: 
“‘There’s nothing we’ve refused yet” and 
“We try to give our clients anything they 
need.” I have no doubt they would feel 
this to be consistent with the concept of 
social service and, incidentally, income 
maximization. 

At this point, however, I feel we need 
revert to that overworked phrase “in the 
long run.” The independent audit is 
historically the basic function of practicing 
CPAs, their chartered monopoly. Account- 
ing and auditing have been, are, and will 
probably continue to be the cohesive forces 
of the profession, home base for the certi- 
fied public accountant. The SEC, certain 
statutes, and credit practices require in- 
dependent audits, but if the audit func- 
tion ever becomes neglected or excessively 
encroached upon, it is not inconceivable 
that seals of reliability may be sought 
elsewhere. With its professional keystone 
weakened or destroyed, it seems safe to 
predict that the value of all advisory serv- 
ices offered by CPA’s would be lessened. 
The profession must take care, then, that 
each new ‘“non-accounting” service 
deemed professionally compatible, appar- 
ently increasing service and income, does 
not systematically undermine its very 
foundation, not only creating undue pres- 
sure on independence but placing certain 
members outside the area in which the 
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profession as a whole is trained, known, 
and regulated. 

This is not to say that such additional 
training, regulation, and recognition 
should not come if needed. Independence 
is not an end in itself. Neither must it be 
inferred that independence is an all or 
nothing proposition. “The concept of 
independence would have no value if it 
were entirely removed from assault, and 
as a practical matter it cannot be so re- 
moved.’ Unless bias is proven, less-than- 
aloof auditor-client relationships only 
cause degrees of probability or measures of 
doubt as to independence, and even these 
weakening influences may be offset to some 
degree by raising standards of competence 
and integrity and by broadening public 
understanding. Current practice demon- 
strates that auditing and certain manage- 
ment advisory functions are not incom- 
patible. 

The profession has a challenge to pre- 
pare itself to meet the coming demand for 
its services, to ‘discern its proper place in 
our society.” Its proper place is that in 
which it may be of most service, and if 
used carefully, long run profit maximiza- 
tion for the entire profession can be the 
guide reflected in the rules of propriety 
influencing the decisions of all individual 
firms. To change and clarify both in fact 
and in accepted usage the meaning of the 
lable “CPA,” a long term project, is a 
task all CPAs and those interested in their 
services should endorse and support. 

® Marquis Eaton, “The CPA as a Business Consult- 


ant,” Chapt. 25 in CPA Handbook, New York, Amer- 
ican Institute of Accountants, 1952, p. 8. 


$1] 


yeal 
accc 
the 
desi; 
met 
: acce 
= Firs 
mat 
unit 
cau: 
coul 
T 
in th 
of a1 
pub. 
yeal 
coul 
tion 
that 
the 
nit 
assa 
The 
ters 
thei 
here 
com 


nown, 
tional 
Nition 
dence 
t it be 
all or 
pt of 
if it 
t, and 
SO re- 
-than- 

only 
Ires of 
these 
) some 
etence 
public 
emon- 
anage- 
ncom- 


O pre- 
nd for 
lace in 
hat in 
and if 
‘imiza- 
be the 
priety 
vidual 
in fact 
of the 
n their 
A 


Consult- 
Amer- 


STATISTICAL SAMPLING IN THE AUDIT OF THE 
AIR FORCE MOTOR VEHICLE INVENTORY* 


R. M. CyERT 
Professor, Carnegie Institute of Technology 


G. M. HINCKLEY 
U.S. Air Force 


AND 


R. J. MONTEVERDE 
Touche, Ross, Bailey & Smart 


HE significance of survey sampling! 

as a useful tool for accounting has 
become more apparent in recent 
years. There is increasing evidence that 
accountants should become familiar with 
the characteristics of the various sample 
designs. It has been argued that the 
methods of statistical sampling can benefit 
accountants and auditors in two ways. 
First, the methods permit them to make 
mathematically supportable estimates of 
universe characteristics and second, be- 
cause sampling is used in lieu of 100% 
count or itemization, the timeliness of 
reports to management can be increased.” 
The application to be reported here lies 
in the area of auditing. Although a number 
of articles dealing with sampling have been 
published in accounting journals in recent 
years, most of them have dealt with ac- 
counting rather than auditing applica- 
tions. Indeed, there is reason to believe 
that more basic research pointed toward 
the development of new statistical tech- 
niques (and associated mathematical mod- 
els) is necessary before a wholly successful 
assault on the audit area can be sustained. 
The issues involve certain technical mat- 
ters in auditing theory and practice and 
their discussion cannot be undertaken 
here. While it is difficult to attack the 
complete audit problem at present, it is 


possible to handle certain important seg- 
ments of the problem. 

This study reports one such instance: 
the verification of a physical inventory of 
motor vehicles of the U. S. Air Force by 
the Auditor General of the U. S. Air Force. 


Statement of the Problem 


This particular study concerns the 
world-wide, semi-annual physical inven- 
tory of U. S. Air Force vehicles which is 
required by Air Force regulations. Besides 
the normal accounting requirements and 
uses of such a physical inventory figure, 
the Air Force faces another problem which 
has a direct bearing on the accuracy of the 


* The authors wish to acknowledge the helpful sug- 
gestions of L. N. Teitelbaum and Robert M. True- 
blood. In addition, special mention should be made of 
Peter F. Moretta for his help in explaining the proce- 
dures of the motor vehicle inventory and supervision 
of the audit. 

1 This statement is not meant to imply that the 
acceptance sampling procedures of quality control are 
not also important. 

2 Cf. R. M. Cyert and Robert M. Trueblood, “Statis- 
tical Sampling Techniques in the Aging of Accounts 
Receivable in a Department Store,” Management Sci- 
ence (1957), Vol. 3, No. 2, pp. 185-195; John Neter, 
“Some Applications of Statistics for a Journal 
of the American Statistical Association (1952), Vol. 47, 
No. 257, pp. 6-24; Robert M. Trueblood and W. W. 
Cooper, “Research and Practice in Statistical Applica- 
tions to Accounting, Auditing, and Management Con- 
trol,” THe AccounTInc Review (1955), Vol. 30, No. 
2, pp. 221-229; W. R. Van Vorhis, “Sampling Method 
in Railroad Accounting,” Journal of Operations Re- 
oat nity of America (1953), Vol. 1, No. 5, pp. 
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Air Force vehicle record. Specifically, 
the Air Force, through the Department of 
Defense, must substantiate any requests 
for vehicle procurement funds from Con- 
gress through a demonstration of the use 
and need for such vehicles. Accordingly, it 
is highly desirable that the inventory 
figure used by the Air Force be supported 
by a competent independent evaluation. 
Because of these considerations, the 
Commander, Air Materiel Command, has 
for the past few years requested the 
Auditor General to observe the physical 
inventory procedures and to comment, 
based on the auditors’ observations and 
reports, upon the accuracy of the final 
inventory of vehicles reported to be on 
hand. In the first two or three years in 
which the Auditor General participated in 
the world-wide physical inventory of Air 
Force motor vehicles, the sample items to 
be physically observed and counted by 
Auditor General representatives were se- 
lected in the usual audit judgment manner. 
That is, the Auditor General directed the 
resident auditors at all Air Force installa- 
tions to make selective test counts of vehi- 
cles located on the particular installation. 
While this is an acceptable method for 
observing physical inventory, it did pre- 
sent serious problems, which were recog- 
nized, in making any final estimate of the 
true inventory figure. Accordingly, at the 
request of the Air Materiel Command, the 
Auditor General was asked to investigate 
the possibility of using statistical methods 
for selecting and evaluating the samples of 
vehicles to be physically observed by the 
resident auditors. This study summarizes 
the procedures and results of that audit. 


Description of Accounting and Control Sys- 
tem 


Under current Air Force regulations, all 
Air Force bases and contractor-operated 
storage sites are required to take a physical 
inventory of all vehicles as of the last day 
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of February and August of each year. The 
August 31 inventory count is the basis for 
the procurement budget for the succeeding 
fiscal year. This inventory lists the total 
number of motor vehicles in the Air Force 
possession by the general type of vehicle, 
by replacement status, and by major Air 
Command location. It is simply a tabula- 
tion of “vehicles” and in this respect is 
different from most commercial inventory 
requirements. The definition of vehicles for 
purposes of the motor vehicle inventory 
control and reporting system is rather 
detailed, but has no effect or bearing on 
the final count of motor vehicles except in 
the sense that it defines which vehicles are 
to be included and which are to be ex- 
cluded. 

The system for controlling and reporting 
vehicles within the Air Force is quite 
strong if it is followed. Essentially, the 
system requires that, at the time of 
procurement, a registration number will 
be assigned by the vehicle prime depot 
(the master control point for all vehicles 
in the Air Force) and a permanent regis- 
tration card will be prepared in triplicate. 
The first copy of the registration is sent to 
the vehicle prime depot, where a punched 
card is prepared for maintenance of a 
master vehicle deck. The other registra- 
tion cards remain with the vehicle until its 
assignment. On assignment, one copy is 
kept by the responsible organization and 
the second copy is maintained by the base 
vehicle reporting office. The base vehicle 
reporting office (BVRO) does not maintain 
cards for vehicles assigned to organizations 
not in the command which has primary 
responsibility for operations of the base; 
such cards are maintained by the BVRO of 
the parent command of the tenant organ- 
ization. As vehicles are transferred from 
one organization to the other the registra- 
tion cards are transferred with them. In 
addition, the transfers are reported to the 
vehicle prime depot, through channels, on 
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avehicle change report. The losing organi- 
zation processes a transfer-loss report and 
the gaining organization processes a trans- 
fergain report. When the two change 
reports are matched (a gain and a loss), 
the change is made in the master listing 
at the vehicle prime depot. All unmatched 
gain and loss slips are maintained in a 
suspense file. 

Transfer-gains, transfer-losses, and other 
changes to vehicles are initiated at the or- 
ganization level, where the vehicle change 
report is prepared, reviewed by the respon- 
sible BVRO, and forwarded to the respon- 
sible initiating statistical unit. The initiat- 
ing statistical unit, or statistical control 
point, upon receipt of the change reports, 
prepares two punched cards, one for its 
own use and one which is forwarded to the 
vehicle prime depot for processing a 
change in the master vehicle deck. Each 
week, the losing initiating statistical unit 
prepares a vehicle gain report which is 
forwarded to the gaining initiating statis- 
tical unit, and lists all the vehicles trans- 
ferred-out in the past week by the statis- 
tical control point or initiating statistical 
unit preparing the report. 

As a final control over change reports 
initiated by the organizations, each organ- 
ization is required to submit on the last 
day of February and the last day of August 
ofeach year, a change report which lists all 
activities on that day and states that it is 
“final”; a negative report is required in 
case of no activity. The initiating statis- 
tical unit is then able to determine, from 
the control numbers assigned by the 
BVRO’s, that all change reports for the 
past six months have been processed. 

If all the change reports are processed 
according to this rather simple control 
system, the final tabulation of the Air 
Force motor vehicle inventory as of the 
ends of February and August should be 
correct. However, because of clerical errors 
in preparation of change reports, unre- 


ported gains and losses, and unreconciled 
differences, there will normally be some 
difference between the actual inventory of 
Air Force vehicles on hand and the number 
reported by the vehicle prime depot from 
its master deck. 
Alternative Sampling Possibilities 

In this particular case, the objective of 
the audit was to check on the accuracy of 
the physical inventory that had been taken 
within the U. S. Air Force. One of the ap- 
proaches that could have been followed— 
perhaps the most straightforward ap- 
proach—was to audit a sample of bases to 
estimate directly the physical inventory 
total. A stratified sample model could have 
been used and the estimate and variances 
computed on that basis. However, it was 
felt that relatively little information could 
be obtained from this approach for “‘man- 
agement” purposes in the future. An al- 
ternative approach, using certain of the 
accounting entities such as “book value 
before physical,” would be to estimate the 
magnitude of the physical inventory ad- 
justment, the difference between the phys- 
ical count and the book record. The error 
rate for each sampled base would be the 
ratio of the net adjustment (plus or minus) 
required to the total “before inventory 
book value” for the base. By either of the 
two alternative methods, it would be pos- 
sible to estimate an error rate for the total 
Air Force, as well as to estimate the total 
adjusted (after physical) inventory. How- 
ever, it was felt that an estimate of the 
error rates by base, by command, and by 
total Air Force would be necessary infor- 
mation for making comparisons in the fu- 
ture. On this basis, then, some form of 
stratified ratio-estimate seemed the most 
convenient sampling plan to yield the de- 
sired estimates. 

There are two types of stratified ratio 
estimate in the literature.* One is the sepa- 


3 See W. G. Cochran, Sampling Techniques, John 
Wiley and Sons, Inc., New Tork’ 1983), pp. ois): 
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rate ratio estimate and the other is the 
combined ratio estimate. They are de- 
scribed as follows: 


L 
h=1 
where: 
Xpr,=the separate ratio estimate of the 
total net physical adjustment for the 


total USAF. 
sh the sample-estimated ratio 
of physical inventory ad- 
= justments to “‘before phys- 
ical inventory book value’”’ 
inl for the Ath Command. 
M,=total “before physical inventory 
book value” of vehicles in the Ath 
Command. 
Xx,=R.M 


where: 
x r,= the combined ratio estimate of the 
total net physical adjustment for the 


total USAF. 

the sample-estimated ra- 
>> Nak, tio of physical inventory 
hal adjustments to “before 

= 

L physical inventory book 
value” for the total 
USAF. 


M=total “before physical inventory 
book value”’ of vehicles in the total 
USAF. 


A fundamental assumption of the ratio 
estimate, in terms of this audit, is that the 
“true” adjustment is in the same ratio for 
the total Air Force “before physical book 
inventory” as the observed adjustment in 
the sample is to the “before physical book 
inventory” in the sample. This assumption 
implies that a straight-line relationship, 
through the origin, should exist between 
the individual base adjustments and ‘‘be- 
fore physical book inventory” of the bases. 
Moreover, when making a separate ratio 
estimate, this straight-line relationship 
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should hold in each stratum, although 
there is no requirement that the ratio be 
the same in each stratum. Analysis of the 
actual results of the audit indicated that 
such a relationship was subject to question 
in at least a few of the strata. Thus, the 
estimate will be biased. The bias, however, 
is known and can be measured. It is an in. 
verse function of the sample size. 
Besides the straight-line relationships in 
each stratum which are implicit in the 
equations of the separate ratio estimate, 
there is a further consideration of the sam- 
ple size, since the separate ratio estimate 
uses the “approximate” (large sample) 
variance formulas. The principal advan- 
tage of the separate ratio estimate method 
is that an estimate and variance can be 
computed for each stratum (command), 
inasmuch as separate ratios are developed 
for each stratum. The combined ratio esti- 
mate is a weighted average for all strata. 
These figures would be useful for manage- 
ment purposes. However, the difficulty 
with the separate ratio estimate is that a 
large sample is necessary in each stratum 
in order to have a reliable variance esti- 
mate for the sample as a whole, as well as 
for the individual strata. In this case the 
most convenient sampling unit was the 
Air Force base, and it was not feasible to 
consider taking a large enough sample of 
bases within each stratum (command) to 
make the variance formulas valid. There- 
fore, the results of using these formulas 
may prove untrustworthy since the abso- 
lute sample sizes—the number of bases, 
and not the number of vehicles—were 
small in each stratum. Due to the limited 
extent of knowledge about the separate 
ratio estimate model, it is not possible to 
determine the extent of inaccuracy which 
arises from its use. However, it seems quite 
likely that, because of the relatively large 
sample sizes used in this instance, the esti 
mates of the adjustments in each stratum 
were of sufficient accuracy to satisfy the 
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objectives of the audit. The variances— 
and hence the confidence ranges about the 
individual stratum estimates—are subject 
to challenge and therefore were not used. 
For the total Air Force estimate, these re- 
strictions were not applicable in terms of 
making a combined ratio estimate of the 
adjustment and its related variance. For 
this reason, the combined ratio estimate 
was used in all reports to management. 

The final sampling design used, there- 
fore, was a combined ratio estimate. For 
this plan each major air command, respon- 
sibility area, and each of the three con- 
tractor-operated storage sites was con- 
sidered to be a separate stratum. Each Air 
Force base assigned to the respective 
major air commands and each storage 
block in the contractor-operated storage 
sites was considered a sampling unit within 
the stratum. Thus there was a general 
cluster sampling approach, in which all ve- 
hicles assigned to a selected base or storage 
area were examined. For each stratum 
(command), estimates were formed of the 
net physical inventory adjustment by the 
separate ratio estimate method, without 


‘any determination of the precision and 


reliability of these estimates. For the total 
Air Force, however, the estimates were 
formed by the combined ratio estimate, 


and the variance was computed using this 
model. 


Results and Comparisons 


Subsequent to the completion of the 
audit and the submission of the audit re- 
port to the Commander, Air Materiel 
Command, additional analyses of the data 
were made. Essentially, it was desired to 
make comparisons of the various possible 
sample designs to determine the most effi- 
cient one for future use, as well as to de- 
termine the necessary sample sizes. Al- 
though on an a priori basis, the combined 
ratio estimate seemed to be technically 
superior to the mean-per-unit stratified 
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estimate, additional analyses of the re- 
sults of the audit were considered desirable 
for future planning. Since the necessary 
calculations could be easily made from the 
available sample data, comparisons of the 
estimates and the related sampling errors 
were made for the total Air Force net ad- 
justment: 


Taste I 


Adjustment Sampling Error 


Combined ratio........ + 624 +1,410 
Stratified mean-per-unit. -+ 583 +1,324 
Separate ratio.......... +1,263 +1,156 
Actual (100% count).... -+1,236 Not Applicable 


The separate ratio estimates were made 
largely for purposes of experimentation. 
As Table I shows, however, the separate 
ratio most nearly estimated the actual ad- 
justment which was booked, and indicated 
the greatest efficiency. However, the supe- 
rior efficiency of the separate ratio, as in- 
dicated in Table I, is probably misleading. 
Because the sample sizes used in each stra- 
tum were quite small, the “approximate” 
variances calculated from the sample data 
result in precision bands which undoubt- 
edly are narrower than actual.‘ 

Of primary interest, however, was the 
superiority, as shown in Table I, of the 
stratified mean-per-unit estimate over the 
combined ratio estimate. Further analysis 
indicated that this was probably due to the 
poor correlation between the “‘before phys- 
ical book inventory”’ figures and the phys- 
ical inventory adjustments. This poor cor- 
relation is probably due to differences in 
the strength of accounting control proce- 
dures exercised by the various commands. 

Based on these results, then, the strat- 
ified mean-per-unit model was used as the 
basis of any future sample design. A sam- 
ple size necessary to achieve a precision of 


See Cochran, op. cit., pp. 129-132; and M. H. 
Hansen, W. N. Hurwitz, and W. G. Madow, Sample 
Survey Methods and Theory, John Wiley and Sons, 
New York (1953), Vol. 1, pp. 189-198. 
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+2% of the estimated adjusted physical 
inventory, at the 95% confidence level, 
was computed from the formula below? 


Skat 


where, 
n= estimated total sample size required 

to achieve a desired level of preci- 
sion; 

Sx4= the square of the desired sampling 
error for the estimated total Air 
Force net inventory adjustment; 

N,=total number of Air Force bases in 
the Ath command; 


1 
n,— 1 


*%n;= physical inventory adjustment for 
the ith base of the Ath command in 
the present sample; 
average physical inven- 
tory adjustment per base 
~ of the Ath command in the 
present sample; 
n,= the number of bases sampled in the 
hth command in the present sample. 


Nh 


This sample size is determined on the as- 
sumption of equal costs and optimum al- 
location. Therefore, the stratum sample 
sizes would be determined from the equa- 
tion: 


> 


As Table I shows, the stratified mean- 
per-unit estimate indicates only a relatively 
small improvement over the combined 
ratio estimate. General and continuous 
improvements in accounting methods, as a 
result of Auditor General recommenda- 
tions, are expected to result in more uni- 
form adjustment rates. Such an improve- 
ment should, in the long run, show the 
combined ratio estimate to be superior. 
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Thus, even though the stratified mean-per. 
unit estimate was specified as the presently 
preferred design for future years, the add. 
tional data necessary to form the combine; 
and separate ratio estimates were also ty 
be collected. 


Conclusions 


While this is a specialized kind of invep. 
tory problem, in the sense that there was 
only accountability for physical units 
rather than the dollar value of such units, 
the results of this application still have 
some fairly comprehensive implications 
from an auditing or accounting viewpoint. 
Of primary importance, of course, is the 
validity of statistical estimates which has 
been demonstrated by this application. By 
this it is meant that the actual count from 
100% of the bases fell within the statis 
tically estimated 95% confidence limits. 


Secondly, it should be noted that the 
use of the statistical method for the selec. 
tion of the sample of bases required some 
changes in the usual audit approach. In- 
stead of selecting particular organizations 
for detailed audit, it became necessary, in 
order to get a valid and measurable esti- 
mate of the adjustment, to take a complete 
physical inventory of vehicles at the se- 
lected bases (where a base contains one or 
more organizations). 

A further benefit would be the time and 
expense involved in making such an audit, 
using statistical methods for selecting and 
evaluating a sample. Although in this case 
the achieved relative precision was appror- 
imately 1.5% at the 95% confidence level, 
relative to the estimated adjusted physical 
inventory, this was obtained with a sample 
no larger than that normally used in prior 
audits by the Auditor General, and cer- 
tainly with less expense. As an extension, 
it should be pointed out that in future 
audits, if requested by the Air Materiel 


5 For a derivation of this formula see Cochran, 0p. 
cit., p. 76 and p. 135. 
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Command, the Auditor General feels that 

gmewhat more relaxed precision require- 

ments can be tolerated, with an accom- 
ying reduction in sample size. 

Looking at this application from a long- 
range point of view, it would appear that 
grious consideration should be given to 
substituting a statistical estimate of phys- 
ical inventory values for the more common 


and usually required 100% physical inven- 
tories. If an estimate can be attained that 
comes within 1.5% of the true value, from 
a sample of about 20% of the total popula- 
tion, it is obvious that much saving in 
time, effort, and expense can be accom- 
plished by forsaking the 100% inventory 
and substituting the statistically designed 
sample inventory. 
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THE NATURE AND TREATMENT OF DIVIDENDS 
UNDER THE ENTITY CONCEPT* 


Davip H. Li 
Assistant Professor, University of Southern California 


nature of corporate residual equity 

under the entity concept was recon- 
sidered. It was hypothesized that the main 
objective of the corporation after its incep- 
tion is to survive, and that the corporation 
strives to maintain both economic and 
financial competence in implementing this 
objective. It was argued that the only 
significant representation made by the cor- 
poration in soliciting stockholders’ capital 
contributions was its agreement to pay 
dividends when and if declared, and that 
capital thus contributed becomes the cor- 
poration’s equity. It was advanced that 
the treatment of several persistent prob- 
lems in corporation accounting might be 
rendered more consistent if the nature of 
corporate residual equity as thus analyzed 
were accepted. A discussion of the nature 
and treatment of dividends under this 
entity concept is the purpose of this paper. 


[’ A previous paper by this writer,’ the 


CASH DIVIDENDS: DISTRIBUTION 
OF INCOME? 


The corporation, in soliciting stock- 
holders’ capital contributions, agrees to 
pay dividends when and if declared. This 
suggests that both the timing and the 
amount of dividends are at the corpora- 
tion’s discretion, and that stockholders 
cannot force the corporation to pay divi- 
dends even though earnings are ample.” 
The amount of dividends, it seems, (1) is 
independent of the amount of current in- 
come, and (2) is not a function of capital 
contributed.* 

Cash dividends are generally treated as 
a distribution of income under the entity 
concept. This raises several questions. In 


the first place, it connotes that cash divi. 
dends are not an item in income deterni- 
nation; to some, this is objectionable.‘ Sec. 
ondly, it suggests that cash dividends are 
required payments should the corporation 
produce a net income; this is generally. not 
the case. Thirdly, it assumes that cash divi- 
dends are a consideration paid for the use 
of capital; this is faulty since dividend 
deliberations are generally based on factors 
other than the balance in the capital ac- 
count, as mentioned above and as further 
discussed in the following section. Further- 
more, if capital contributed by stock- 
holders is the corporation’s equity, as con- 
tended here, cash dividends are evidently 
not a consideration paid for using stock 
holders’ capital. 


FACTORS RELEVANT TO DIVIDEND 
DELIBERATIONS 


If the amount of dividends is independ- 
ent of earnings and is not a function of 


* The writer wishes to express his appreciation to 
the valuable comments made by his colleague, Profes- 
sor Charles R. Purdy. 

1 David H. Li, “The Nature of Corporate Residual 
Equity under the Entity Concept,” THe ACcounTiNe 
Review, April, 1960, pp. 258-263. 

2 Arthur Stone Dewing, The Financial Policy of 
Corporations (New York: The Ronald Press, 1940), 
p. 103. 


2 In some instances, the amount of dividends paid 
may be more than the amount in the capital stock 
account. For example, for Kaiser Aluminum & Chem- 
ical Corporation, the amount of cash dividend paid 
during the year 1958 to common stockholders was 
$13,231,874, but the amount in its capital stock account 
as of December 31, 1958 was only $4,900,745; for W. R. 
Grace & Co., the amounts were $9,692,815 and 
$4,544,179, respectively; and for The White Motor 
Company, $2,958,805 and $989,677, respectively. See 
annual reports for the year 1958 of these corporations. 

‘ For an extensive discussion of this point, see George 
J. Staubus, “Payments for the Use of Capital and 
the Matching Process,” THE ACCOUNTING REVIEW, 
January, 1952, pp. 104-113. 
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contributed capital, what is the dominant 
factor considered in dividend delibera- 
tions? As one business leader stated, it is 
prestige. 

Perhaps the one universal principle in corporate 
dividend practice is consistency, or more _Prop- 
ely, continuity. As U. S. Steel Robert Tyson 
typically expresses it, “Any dividend that is set 
should be set in the expectation that it can be 
continued at that rate; nothing hurts your pres- 
tige more than to have to cut a dividend when 
others are maintaining or increasing theirs.’’ 


Itisits impact upon future growth, replied 
another business leader. 


In the first quarter of 1958, Haney [Edward 
James Haney, President of Allegheny Ludlum 
Steel Corporation] was able to report earnings of 
just 19¢ a share; in the second quarter, 17¢. 

But through it all, Haney’s board continued 
paying common dividends of 5S0¢ quarterly. 
Asked why he had decided to hold the line, Haney 
replied: “The steel industry must improve its 
investment standing. Cutting dividends is no 
way to persuade investors to help finance our 
future growth.””* 


It is the cost of floating a new stock issue, 
suggested the third. 

One thing they [directors when considering 
dividends] have to think of is the effect of a 
change of rate on the market price of the com- 
pany’s stock—and on the cost of floating a new 
stock issue. An executive of a leading steel com- 
pany—which, like the rest of the industry, faces 
an uncertain earnings future—says: 

“Whenever you take hasty action on a finan- 
dal problem, you tend to get tarred with the 
brush of instability around the financial com- 
munity. This makes it more expensive the next 
time you go to the market for money.”” 


The above statements indicate that, in 
dividend deliberations, considerations are 
generally given to their impact upon the 
corporation’s ‘‘prestige,” upon its “future 
growth,” and upon “the cost of floating a 
new stock issue.”” These considerations re- 
late to the future, not to the past. Divi- 
dends, in other words, are but one of the 
media through which the corporation’s ob- 
jective of survival may be advanced by 
providing an attractive investment at- 
mosphere. 
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CASH DIVIDENDS: AN INSURANCE COST 


Stockholders cannot force the corpora- 
tion to pay dividends, but the corporation 
may nevertheless choose to pay. Dividend 
deliberations are concerned not with past 
earnings or capital balances, but with fac- 
tors relevant to the future. These observa- 
tions suggest that cash dividends are akin 
to institutional advertising, a cost incurred 
at the discretion of the corporation, a cost 
incurred with a view to the future. 

Institutional advertising is incurred 
with a view to promoting a favorable mer- 
chandising atmosphere in which to solicit 
customers; cash dividends are paid to pro- 
mote a favorable investment atmosphere in 
which to solicit investors. Institutional 
advertising is intended to maintain or 
advance the corporation’s economic com- 
petence; cash dividends, its financial com- 
petence. Both are designed to create a 
favorable ‘corporate image”; both are in- 
tended to protect the corporation’s objec- 
tive of survival. 

Cash dividends, then, may be viewed as 
an insurance cost. An insurance cost is an 
expired item that has been incurred at the 
discretion of the corporation to promote or 
protect a corporate objective, but that 
cannot be matched with revenue on the 
basis of cause-effect relationships.* This 
view is consistent with the generally ac- 
cepted criteria of cost recognition. Paton 
and Paton expressed it as follows: 


Payments not matched by goods or services re- 
ceived, but required by the general conditions— 
political, social, and legal as well as physical— 
under which a business concern must operate, 


5 Robert Sheehan, “The Big Payout,” F, 
November, 1956, pp. ‘147 ff. See -% “Rep utations 
Dividends,’ Fortune, August, 1958, pp. 80 ff. 

® “The Good Provider,” Forbes, January 15, 1959, 


p. 19. 
7 “What's to Dividends?” Business 


Happening 

Week, March 22, 1958, pp. 47-48. 

® To this writer, revenue deductions may be classi- 
fied into three groups: (1) operating costs, expired 
items that can be matched with revenue on the basis of 
cause-effect relationshi 
fined above; and (3) 
unexpectedly. 


(2) insurance costs, as de- 
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might be defined as losses from the standpoint of 
another environment but can hardly be so in- 
terpreted as matters stand. ... Broadly viewed 
all such charges [donations, taxes] represent costs 
of business operations just as truly as do the com- 
monplace expenditures for labor and material.® 


Gilman made the observation that ‘ex- 
penditures are made either for some bene- 
fits or as a protection against some losses.” 
He further stated that 

It may, however, be contended that a donation 
... has a business objective on the ground that 
such a donation is in the nature of insurance pro- 
tection and is therefore directly related to future 
profits: that the failure to make such a donation 
would, in fact, result in so much unfavorable 
publicity and ill-will as to cause profit shrinkage 
resulting in a loss comparable with other insured 
losses whether by fire, theft, or otherwise.'® 


Using the same argument as Gilman did, 
a cash dividend qualifies as an insurance 
cost. It is incurred with a view to protect- 
ing the corporation’s competitive position 
in attracting additional capital. A cash 
dividend, in other words, is an item in in- 
come determination. 


CASH DIVIDENDS AND INCOME 
DETERMINATION 


A cash dividend is not viewed as a cost 
of using capital. Considering a cash divi- 
dend as a cost of using capital raises two 
questions. It assumes that dividends are a 
function of capital; this has been proved to 
be invalid in the above analysis. It also 
creates a situation of imputed cost if divi- 
dends are not declared; this is objection- 
able to many entity theorists."-” 

A cash dividend is here viewed as an 
insurance cost incurred without reference 
to capital balances; it is recognized as a 
cost only when incurred. It is not an im- 
puted cost. 

Will the inclusion of cash dividends as a 
cost confuse rather than clarify income 
determination and income comparison? A 
negative answer is indicated. 

“The function of accounting,” observed 
Paton and Littleton, “is the reporting of 
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costs actually incurred by a single enter. 
prise whether or not it is typical of the 
industry.’ If a corporation can maintain 
its economic and financial competence 
without paying cash dividends, it indicates 
its relatively favorable competitive posi. 
tion.* This is disclosed only when income 
after dividends is the basis for comparison. 

Will the inclusion of cash dividends as 
a cost encourage income manipulations? 
Again, it should be answered in the negative, 
Technically, amy cost that is incurred at 
the discretion of the corporation is subject 
to manipulation. If dividend manipula- 
tions result in the corporation’s getting 
“tarred with the brush of instability 
around the financial community,” a cor- 
poration that looks to the future would 
hesitate to undertake such actions. Fur- 
thermore, since manipulations have a 
short-run objective in mind, they can be 
discouraged by adequate disclosure and by 
placing more emphasis on cumulative in- 
come reporting.” It is not the individual 
instalment of dividend payment but its 
cumulative effect that is significant. 

To consider cash dividends as an insur- 
ance cost has the added benefit of solving 


® William A. Paton and William A. Paton, Jr, 
Corporate Accounts and Statements (New York: The 
Macmillan Company, 1955), p. 335. 

19 Stephen Gilman, Accounting Concepts of Profi 
(New York: The Ronald Press, 1939), pp. 313-314. 

ut [bid., pp. 318-320; W. A. Paton and A. C. Little 
ton, An Introduction to Corporate Accounting Standards 
(Chicago: American Accounting Association, 1940), pp. 
34-37; are two examples. 

12 It is for these reasons that Staubus’ arguments 
must be rejected. A third reason may be that the in- 
troduction of a “reserve for equalization of dividends” 
account tends to create confusion in balance sheet 
presentation and interpretation. Staubus, op. cit., p. 113. 

13 Paton and Littleton, op. cit., p. 35. 

4 According to Barker, it seems that only young 
corporations can attempt to maintain financial com- 
petence (given indications of economic competence) 
without paying cash dividends. As corporations ma- 
ture, they are more inclined to pay cash dividends in 
order to insure an attractive investment atmosphere. 
With corporations, as with natural persons, the aware- 
ness of the importance of adequate insurance grows 
with age. C. Austin Barker, “Evaluation of Stock 
Dividends,” Harvard Business Review, July-August, 
1958, pp. 99-114. 

4% Paton and Paton, op. cit., p. 328. 
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the problem of double taxation. Tax 
would then be levied on income after divi- 
dends—the net income of the corporation 
as a separate entity.’ 


STOCK DIVIDENDS: DISTRIBUTION 
OF INCOME? 


If cash dividends are not a distribution 
of income but an insurance cost, are stock 
dividends a distribution of income? 

Astock dividend results in the issuance 
of additional shares of stock by the corpo- 
ration to stockholders without considera- 
tion. It does not result in a “distribution, 
division, or severance of corporate assets.” 
It does, however, necessitate a realignment 
of account balances within the corporate 
residual equity section. A transfer from 
retained earnings to capital stock and 
paid-in surplus is currently required.” 

That such a transfer is needed has 
prompted Husband to conclude that stock 
dividends constitute a distribution of in- 
come. His reasoning was based on the 
premise that capital stock represents the 
stockholders’ equity and retained earnings 
the corporation’s equity. A stock dividend, 
based on this premise, “‘transfers to the 
stockholders something which was not 
theirs previously and therefore constitutes 
income to the stockholders.’’® Wilcox drew 
a similar conclusion, based on the same 
ground.’® 

Though the consensus is that a stock 
dividend does not represent a distribution 
of income, such a conclusion was com- 
monly reached without a direct refutation 
of the argument advanced by Husband 
and Wilcox.” Based on the position taken 
by this writer, however, two arguments 
may be advanced to refute the Husband- 
Wilcox view. In the first place, since both 
capital stock and retained earnings are the 
corporation’s equity, a transfer to capital 
stock is not a transfer to stockholders. 
Secondly, since the claim to assets as em- 
bodied in stock certificates (referred to by 
Husband as “something”’) has a zero 
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present value, the “‘something’’ is in fact 
nothing, the income they contended is in 
fact zero income.” 


PURPOSE OF ISSUING STOCK DIVIDENDS 


What is to be accomplished through 
issuing stock dividends? If it is “‘a desire to 
give the recipient shareholders some osten- 
sibly separate evidence of a part of their 
respective interests in accumulated corpo- 
rate earnings,” as the American Institute 
has contended,” it is difficult to distinguish 
this view from that expressed by Husband 
and Wilcox as discussed above.” If it is to 
“make future increases in cash distri- 
butions less conspicuous,’ as May ad- 
vanced,” it has been answered that “this is 
rather silly, as an increase in the amount 
disbursed—with the attainment of a better 


16 The proposal that tax be levied on income after 
dividends has received some attention; see, for ex- 
ample, Ralph E. Flanders, “Double Taxation of 
Dividends,” in Tax Institute, Income Tax Differentials 
(Princeton: Tax Institute, Incorporated, 1958), pp. 
185-190. Mr. Flanders is a member of the United 
States Senate. 

17 American Institute of Accountants, Accounting 
Research Bulletin No. 43 (New York: American Insti- 
tute of Accountants, 1953), Chapter 7, Section B, 
“Stock Dividends and Stock Split-Ups,” pp. 49-54. 
This writer does not concur with this requirement; 
see infra, Stock Dividends and Residual Equity 
Transfers. 

18 George R. Husband, “The Entity Concept in 
Accounting,’ THe AccounTinc Review, October, 
1954, pp. 552-563. 

19 E. B. Wilcox, “Accounting for Stock Dividends: 
A Dissent from Current Recommended Practice,’”’ The 
Journal of Accountancy, August, 1953, pp. 176-181. 

20In an article written mainly to refute Wilcox’s 
contentions, the above argument was not covered; see 
George O. May, “Stock Dividends and Concepts of 
Income,” The Journal of Accountancy, October, 1953, 
pp. 427-431. Nor was this directly answered by Paton 
and Paton; see Paton and Paton, op. cit., pp. 129-130. 

21 The fact that a stock dividend gives ‘a stockholder 
a poe of paper he could sell if he wanted money” 
(Sheehan, op. cit., p. 238, quoting a spokesman of 
Armco Steel Corporation) is not relevant. Such a sale 
would not affect the corporation as a separate entity. 
Furthermore, it is a transaction based on considera- 
tions other than the claim to assets. Li, op. cit. 

22 American Institute of Accountants, op. cit., p. 49. 

%3 Indeed, many objections to the Institute’s recom- 
mendations may be traced back to this point. For an 
excellent discussion, see Charles T. Horngren, “Stock 
Dividends and the Entity Theory,’ THe AccoUNTING 
Review, July, 1957, pp. 379-385; see also Wilcox, 


op. cit. 
% May, op. cit., p. 429. 
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level of earnings—is an entirely reasonable 
development, and there should be no 
necessity either for apologizing for or dis- 
guising such an increase.’ 

What, indeed, is to be accomplished 
through issuing stock dividends? “From 
the viewpoint of the corporation,” an- 
swered Vatter,” ‘‘the effect of the stock 
dividend is to increase the number of 
shares outstanding, and (assuming par or 
stated. value per share to remain un- 
changed) to increase the stated legal 
capital.”’ Increasing the number of shares 
outstanding decreases proportionately the 
price per share in the market place,?” 
thereby making the corporation’s future 
stock issues more “popular” and more 
marketable. Increasing the stated legal 
capital, on the other hand, increases the 
legal pledge of the corporation for the 
protection of bondholders,”* thereby mak- 
ing the corporation’s future bond issues 
more desirable. 

Based on the above observations, it 
seems that issuing stock dividends is for 
the purpose of providing a more attractive 
investment atmosphere for future financ- 
ing. The provision of a more attractive 
atmosphere is the purpose; the issuance of 
stock dividends is the result. A stock divi- 
dend, to paraphrase a statement made by 
the American Institute on stock split-ups, 
is an increase in legal capital effected in the 
form of issuing additional shares. The 
writer agrees with Vatter that a stock 
dividend is merely a form of recapitaliza- 
tion.”* 


STOCK DIVIDENDS AND 
RESIDUAL EQUITY TRANSFERS 


If issuing stock dividends is indeed for 
the purpose of providing a more attractive 
investment atmosphere, it matters not 
what account is charged for a transfer 
entry. This writer endorses the following 
argument. 


The increased legal capital must be set up with- 
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out increasing or decreasing the {otal stoc 
equities. Thus it is essential that the increase jp 
legal or stated capital must be had by “capitalig. 
ing”’—i.e., transferring to legal capital—some 
part of the “surplus” equity. A stock dividend 
could thus be recorded by transferring to the 
Capital Stock account from “paid-in,” “do. 
nated,” or other surplus, including Retained 
Earnings.” 


If a choice between retained earnings 
and paid-in surplus (or other suplus) must 
be made, it seems that charging the latter 
is consistent with the ‘“‘sequence of 
charges” concept with respect to accounts 
in the residual equity section.**? If the 
more mobile of the two accounts (that is, 
retained earnings) is first used to absorb 
losses, it follows that the less mobile of the 
two (that is, paid-in surplus) must be first 
used for immobilizing as legal capital. 

Nor does it matter the amount that is to 
be transferred to capital stock. Subject to 


legal requirements, the amount should be } 
left to the discretion of the corporation. To f 


*% Paton and Paton, op. cit., p. 128. 
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% William J. Vatter, “Corporate Stock Equities,” f 
in Morton Backer (ed.), Handbook of Modern Account 


ing Theory (New York: Prentice-Hall, Inc., 1955), 
p. 391. 
27 The effect of stock dividends upon stock prices has 


been discussed rather extensively. In an exhaustive f 


study covering all issues listed on the New York Stock 
Exchange that paid stock dividends of 5% or more 


during the years 1951 through 1954 (totalling 224 } 


cases), Barker drew the following conclusion: “Despite 
strong opinion to the contrary... stock dividends 
alone, whether large or small, produce no lasting gains 


in market price for widely held stocks on national er [ 
changes.” Barker, op. cit., p. 114. In another article } 
based on the same research data, he concluded that [ 


“stock dividends help to bring the common stock into 
a more popular price range.’’ Barker, ‘Price Changes 
of Stock-Dividend Shares at Ex-Dividend Dates,” 
Journal of Finance, September, 1959, pp. 373-378. 
28 Compare this statement: ‘The only real advantage 
of the stock dividend is in the protection of creditors 
or in other effects of recapitalization ...a stock 
dividend is not a dividend at all, but a minor and 


easily effected type of recapitalization.”’ Vatter, op. cil. | 


. 392-393. 
Ibid. 

Tbid., p. 391. 

*1 Paton and Littleton, op. cit., pp. 103-104. 

% Horngren reached the same conclusion but gave 
the “principal reason for advocating such treatment” 
as that such a charge will lessen the confusing breach 
between contributed capital and legal capital.” Hom- 
gren, op. cit., p. 381. 
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require a transfer in “an amount equal to 
the fair value of the additional shares 
issued,” as the American Institute recom- 
mended, based on the assumption that 
“many recipients of stock dividends look 
upon them as distributions of corporate 
earnings,”®* is ‘arbitrary and cannot be 


| Jogically related to the entity theory of 


accounting.’”** 


CONCLUSION 


The main objective of the corporation 
after its inception is to survive. Dividends 
are but media through which the corpora- 
tion’s objective may be advanced by pro- 
viding an attractive investment atmos- 
phere for future financing. 

Cash dividends are incurred with a view 
to creating a favorable corporate image in 


' the minds of the investing public, with a 


view to protecting the corporation’s com- 
petitive position in attracting additional 
capital when needed. A cash dividend is an 
insurance cost. 
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Stock dividends are intended to advance 
the corporate objective from another 
direction. They are a form of recapitaliza- 
tion designed to promote the corporation’s 
ability to attract additional capital by 
decreasing the stock price per share and by 
increasing the legal pledge. A stock divi- 
dend is a discretionary action, and both the 
account used and the amount needed to 
effect a transfer to legal capital should be 
left to the discretion of the corporation. 

Although stockholders cannot force the 
corporation to pay dividends even though 
earnings are ample, it is to the corpora- 
tion’s self-interest to do so. It is the pur- 
pose of protecting or promoting the 
corporation’s competitive position in the 
capital market that prompts the corpora- 
tion to honor its contractual responsibili- 
ties to stockholders. 


3% American Institute of Accountants, of. cit., p. 51. 
* Horngren, op. cit., p. 380. 
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THE TWELVE AT TATTERSHALL 


E. M. Myatt-PRIcE 
Assistant Registrar, The London School of Economics and Political Science 


Lord DeL’Isle’ is a small account 

book dating from the fifteenth 
century.? It is a household book in which 
has been recorded the cost, in food, wages, 
and incidental expenses, of maintaining a 
group of people at Tattershall Castle in 
Lincolnshire for sixteen weeks during the 
Autumn of 1447 and the Spring of 1448: 
eleven weeks from October 27 to the 
second week in January 1448, and five 
weeks from March 16 to the third week 
in April.* These people were in the service 
of Ralph, Lord Cromwell, who was Henry 
VI’s Lord Treasurer between 1433 and 
1443. About 1436, Lord Cromwell started 
to build a fortified country house in brick 
on the site of the old stone castle at Tat- 
tershall. In accordance with the practice 
sometimes employed in large scale building 
operations in medieval times,* he appears 
to have appointed a warden to be in charge 
of the craftsmen and workmen engaged in 
the re-building of the castle. The warden is 
never mentioned by name but is always 
referred to as “‘Gardianus.” He and eleven 
others, whose names are frequently men- 
tioned appear to have made up the twelve 
permanent members of the household at 
Tattershall Castle, the communarii. Other 
names are noted in the book as temporary 
members of the household and casual visi- 
tors came and went, but these twelve, with 
their three servants, are mentioned nearly 
every week throughout the period covered 
by the book. 

In providing supplies for his household, 
Lord Cromwell appears to have worked on 
the principle that each member should be 
given a fixed weekly meal allowance, in 
kind, of a specified value which was deter- 


A MONG the Penshurst Papers owned by 


mined by his status. Furthermore, from 
the entries in the book, it is clear that an 
official, probably a caterer, was in charge of 
feeding the communarii. He seems to have 
divided them into two groups: one receiy- 
ing an allowance at the rate of 1s. per 
person;® the other, an allowance of 10d! 


1 These records have been placed in the temporary 
custody of the Historical Manuscripts Commission, 
With Lord DeL’Isle’s kind permission, which is grate. 
fully acknowledged, I was allowed to study this house- 
hold book, No. 76B, when preparing this article. 

2 It measures 83” and has been made by fold- 
ing four sheets of paper in half and stitching them down 
the middle, forming eight leaves and sixteen pages. 

3 According to the heading on the first page, this 
book contains a “quarterly accounting of the expenses 
of Lord Cromwell’s servants residing at Tattershall 
Castle from the twenty-sixth day of October in the 
twenty-sixth year of the reign of King Henry VI.” In 
effect, the book spans more than a quarter, namely, 25 
weeks, but during this period there are entries for 
only 16 weeks. There is a gap of 9 weeks, for which 
there are no entries, in the middle of the period. There 
is other evidence that accounts for provisions were 
kept quarterly in Lord Cromwell’s household in the 
unpublished Penshurst Ms. No. 76, a document cover- 
ing the period April 1450 to July 1451 and incorporat- 
ing estate and household receipts and expenses. 

‘In “Building in Stone in Medieval Westem 
Europe,” Professor G. P. Jones states that in large 
scale works, it was the custom for staff with a master or 
warden in charge of the lodge to be attached to every 
building work of importance. See The Cambridge 
Economic History of Europe, ed. Postan, M. and Rich, 
E.E., 1952, Vol. II, Chapter 8, p. 49. 

5 Money values in this paper and in the extracts 
quoted from the notebook are given in English money, 
in which 12 pennies, symbolized by the abbreviation 
“d.”, from the Latin “denarius,’’ make up 1 shilling, 
symbolized by “‘s.” from “solidus.”’ 20 shillings make 
up 1 pound, symbolized by “1.”, in Latin “libra”; the 
modern symbol for the pound sterling being “£.” 

The following table gives approximate present-day 
equivalents of those amounts in U. S. dollars: 


(one pound) = $2.80 

1s. (one shilling) = 14 cents 
1d. (one penny) = 1 cent 
$d. (one-halfpenny) = 4 cent 


4d. (one farthing or quarter of a penny) = 4 cent 
It should be remembered that, in the 15th century, 
money bought very much more than nowadays. j 
6 This allowance seems to have been based on a daily 
provision of two meals, dinner and supper. See “Ex 


tracts from the Household Book of Edward Stafford, § 


Duke of Buckingham (1507),”’ Archaeologia, Vol. XXV, 
1834, pp. 311-341. 
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The people in the group with the bigger 
allowance and, presumably, higher status 
were the warden, Isabella, Crumdale, 
More, Walton, and Southall.’ Those with 
the smaller allowance and lesser status 
were Robert Tyler, Leck or Leek, Ferns- 
worth, William Brown, Sewell, and 
Lindsay. There were also three servants, 
John Gregby, Agnes Cliff, and John 
Brown, who were paid wages? for serving 
the other members of the community but 
who apparently did not receive a recog- 
nized meal allowance. When Lord Crom- 
well’s Receiver® stayed at the castle, and 
he appears to have been there for all but 
three weeks of the period covered by the 
account, he was entitled to commons at the 
higher rate. His three assistants, Richard 
Willasell, William (whose surname was not 
given), and John Tailboys received the 
lower one. Provision was also made for the 
meals of people staying at Tattershall for 
short periods, of workmen employed on the 
re-building of Tattershall Castle, and of 
casual visitors. Allowances varied from $d. 
to 2d. a day according to each person’s 
status. Even the cost of a single meal had 
to be recorded. Items for ‘“‘repasts” vary 
from id. to 2d. 

It is not easy to decide from the entries 
in the book who was responsible for ensur- 
ing that each person received the commons 
to which he was entitled, and for keeping 


| proper records to show that he had re- 


ceived it. Another household book, kept 
at Tattershall, shows that in 1476, a 
caterer was responsible for marketing and 
for providing food and other supplies for 
Lord Cromwell’s niece, Lady Ratcliff, and 
her household who were then living at the 
castle.!° If, at Tattershall in 1447-8, there 
was a caterer with similar duties, it may be 
that this account-book is his record. From 
the way it is kept, it appears that each 
week the caterer was expected to provide 
sufficient food to cover the meal allowances 
of the communarii and to meet emergen- 


cies, such as feeding casual visitors and 
people present for single meals and for part 
of the week. He divided his supplies into 
two categories: larder goods and store 
goods. Larder goods appear to include 
fresh fish, dairy produce, bread, and meat 
(which seems to have been bought weekly 
in small quantities and which never ap- 
pears under store goods). Store goods 
include salted fish, oatmeal, spices, can- 
dles, fuel. Having put a money value to his 
purchases and drawings from stocks, the 
caterer (if, indeed, it was he) added the 
separate items and compared the result 
with the total for meal allowances due to 
the company present during that week. 
Finally, he made a note of any supplies 
provided but not consumed, allotting a 
money value to them, and these remanentes 
r “left-overs’’ were carried forward for 
consumption in the following week. As will 
be seen from the entries for the week of 
December 13 (below), the caterer’s pro- 
visions exceeded the money he expected to 
receive for feeding the company living at 
Tattershall during that week. This sug- 
gests that, in practice, he was estimating 
requirements when he purchased larder 
goods or drew from stock, not knowing 


7 According to Penshurst Ms. No. 239 (a building 
account, dated 1445 for Tattershail Castle), John 
Southall was the clerk of works there. 

8 From October 1447 until January 1448 those wages 


were: 
John Gregby....... 1d. per week 
Agnes Cliff......... 24d. per week 
John Brown..... 3d. per week 


From April 1448, for the last three weeks of the account 
only two names are mentioned each week—Brown and 
Agnes—and their wages totalled 9d. 

* In this book the Receiver is usually called by his 
title without his name being given but in the unpub- 
lished Penshurst Mss. Nos. es 5 and 76, reference is 
made, in 144446 and 1450-51, to a “Master Robert 
Wimbyssh” who was Lord Cromwell’s Receiver in the 
County of Lincoln. A ‘‘Wimbyssh”’ is listed in No. 76B, 
in the week of 6 December, in which no entry for “Re- 
ceiver’? was made, in the group of people in which the 
Receiver usually appears; so it seems reasonably cer- 
tain that the “Receiver” was Robert Wimbush. 

10 See The Tattershall Household Book, 1475-6, E. M. 
Moni Price, Lincolnshire Architectural and’ Arch- 

ogical Society Reports and Papers, Vol. 7, Pt. II, 
1937-58. 
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exactly for whom he would have to pro- 
vide. Hence adjustments would be neces- 
sary at the end of each week when the 
caterer was able to review the week’s con- 
sumption in relation to the number of 
persons present. During each week, there- 
fore, the caterer made a point of noting 
who was present or absent, in addition to 
recording money spent and food and drink 
consumed. On one or two pages there are 
attempts to keep a sort of register showing 
who did not have the full commons but 
only casual meals: 
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feast day falling in that week. He then sets 
down items of expenditure for food and 
incidental expenses, in continuous para- 
graphs of item and amount, putting the 
total of the week’s expenses at the end of 
the paragraph in the center of the page, 
Each week these entries cover five points; 
(1) a statement of the money value of each 
item of food consumed (sometimes, but not 
always, quantities are also given), (2) sup. 
plies left over from the previous week, (3) 
the total consumption in terms of a money 
value, (4) the total money value of allow. 


Week of St. Nicholas 


Saturday | Sunday 
William 
(the Receiver’s mate). ... 0 
Richard 
(William’s mate)........ 0 


In this table, the sign “‘0’’ may be taken 
to indicate a meal (which, in this case, cost 
id., the rate for commoners of lesser sta- 
tus), as the table then tallies with the 
following entry which was made during the 
week in which the feast of St. Nicholas fell: 

“Meals for William, the Receiver’s mate—3d. 

(and for) 
Richard, his (William’s) mate— 
4d.” 


The arrangement of entries for each 
week follows a standard form. All sixteen 
pages are closely written in straggly, 
cursive handwriting, mainly in Latin, 
English words being used, presumably 
when the writer did not know the corre- 
sponding word in Latin or had forgotten it. 
The figures for quantities and sums of 
money are usually given in Roman nu- 
merals but the Arabic numerals for 1, 2, 6, 
8, and zero (written as 0 and ¢) appear oc- 
casionally, an unusual feature at this early 
date. In keeping his record, the writer 
heads the entries for each week with the 
ances due to the various people present 


Monday | Tuesday |Wednesday| Thursday | Friday 
0 0 
00 0 


during that week, and (5) the difference 
between (3) and (4). 

These points are illustrated in the 
entries for the week of December 13, the 
arrangement of which is reproduced as 
accurately as possible in the table at the 
top of next page. 

The amount of 10s. 5d. should corre- 
spond to the s*smma dividenda, or total 
money value of allowances due to those 
present during the week. The writer then 
notes the number for whom he was sup- 
posed to provide and concludes that he 
should have spent only 9s. 2d. He, there- 
fore, records the discrepancy (an over- 
spending of 1s. 3d.) between what was and 
what should have been provided. 

The strict amount of what the com- 
moners, the temporary members of the 


community, and visitors ate and drank [ 


throws considerable light on the diet ina 


Lincolnshire household in the second half | 


of the fifteenth century. The average ex- 


penditure on food, small kitchen items, 5 


1 6th December. 
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The Twelve at Tattershall 


Week of St. Lucia 


In 24 gallons of beer, namely “Parker’”—2s. In 


beef, sow’s-flesh and port—2s. 8d." In 1 


sucking-pig purchased—34d. In bread—2s. 
In fish purchased on Friday—94d. In butter— 
3d. In red herrings—2d. In mustard—1d. 


8s. 3d. 
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Supplies left over" 
In bread 11d. 
In beer 4d. 
In fish 4d. 
In red 

herrings 1d. 
Tn eggs and 

butter 3d. 

23d. 


Sum 10s. 2d. with supplies left over as appear by parcels—2s. 3d.¥ 


Stock 
Incandles—3d. In hard fish—4d. In salt fish—6d. In pe 


pepper and saffron—1d. In 2 chickens—2d. om on In 


(the pay of) the washerwoman—4d. In (the pay of) moun Gregby, Agnes, Brown—6$d. In fuel 
Sum to be divided—10s. 5d. 


Present 


Warden, Isabella, Crumdale, Southall, More, the Receiver for 1 repast—5s. 2d. Tyler, Brown, Ferneworth, Lynd- 
sey, Leck for 3 meals, W illiam, the Receiver’s assistant for 2 meals—3s. 94.15 


Absent 

Walton a his mate 

Strange 

Wend with his mate for 1 meal—3d. 


Sum received 9s. 2d. 


And there is 15d. too little. 


The reckoning could be simplified as follows: 


Week of St. Lucia 
Larder Cash: 
s. 
Balance at beginning.................. : me | Received for meals................ > 2 
10 5 


and wages for 15 to 20 people was about 
ten shillings a week, an amount increased 
at the times of the great feasts, such as 
Christmas and Easter, to thirteen shillings 
and fivepence, and twenty-one shillings 
respectively."6 The staple items include, 
first and foremost, bread, on which rarely 
less than one shilling a week was spent. 
The quantity and quality of the bread is 
not shown, however, so it is difficult to 
estimate what sort of bread and how much 
of it a shilling bought. Meat also formed an 
important part of the diet of the com- 
munarii, there being a fair amount of 
variety in the kinds of meat consumed. 
Reference is made, not necessarily in the 
same week, to beef, veal, pork, and suck- 


ing-pig.'7 On the average, meat to the 
value of two shillings a week was con- 


sumed. Poultry such as geese, chickens, 
hens, capons, pigeons, mallards, and other 
unspecified ‘‘wyldefowle” was eaten regu- 


12 From previous week. 
13 6d.”’ put over “beef” 
“10d.”” put over ‘“‘sow’s flesh” 
“‘4d.”” put over “port” 
4 Carried forward to following week. 
15 put above “renast”’ 
“10d.” put above “Tyler, Brown, Ferneworth, 
Lyndsey.” 
“3d.”” put above “3 meals.” 
“2d.” put above “assistant.” 
1° Apart from increased expenditure on food there is 
recorded in Easter week a separate item of 9 shillings 
for guests present at Tattershall on Lady Day. 
17 Usually the amounts purchased were not specified 
but in the second week in November a quarter of beef 
was bought for 3d. 
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larly. Several kinds of fish appear in the 
bill of fare as fast-days were observed, 
although fish was also consumed on other 
days. Mentioned by name are red and 
white herrings, sprats, and oysters. Refer- 
ence is also made to unspecified “‘fish” and 
shell-fish. Dairy produce such as eggs and 
butter were regularly consumed but, 
oddly, cheese and milk'® are not men- 
tioned. Rabbits added a little variety to 
the meals. They are noted on several oc- 
casions, without a price being set to them, 
presumably because they came from the 
lord’s warren or were caught wild.'® Oat- 
meal was another item that appeared 
frequently. Spices and condiments such as 
saffron, pepper, salt, and mustard were 
purchased in small quantities but regu- 
larly. These varied and nourishing foods 
were washed down with ale of two sorts, 
“Parker” and “Kombe,””° at prices rang- 
ing from 1d. to 3d. a gallon. About twenty- 
four gallons of both kinds were consumed 
each week. Further entries for candles 
reveal the arrangements of providing 
artificial light and references to fuel, on 
which 6d. a week was spent between 
December 6 and January 13, for heat- 
ing. Another single reference to small 
purchases made day by day for the table 
occurs in “trenchers—2d.”’ The only other 
items mentioned are those for the wages of 
the servants, John Gregby, Agnes Cliff, 
and John Brown, and the laundress who 
was paid $d. a week. 

Although the entries in this little book 
reveal much about the nature and cost of 
food consumed at Tattershall Castle in the 
Autumn of 1447 and at Easter 1448, some 
of the mechanics of bookkeeping and the 
internal transactions that went on in the 
household remain puzzling. So far as one 
can see, this was a note-book, not a final 
roll of account so one would not, in any 
case, expect a carefully compiled and writ- 
ten document. It is clear that it was used 


The Accounting Review 


to scribble down weekly expenses which 
were then transferred to a formal account, 
each page being scored through after that 
transfer. It may be possible to suggest an 
interpretation of the entries made and g9 
arrive at the principles on which the 
writer worked but there are several jot- 
tings which are difficult to explain. In the 
third of week of November, the writer of 
the book calculated that the sum to be di- 
vided among the commoners was 10s, 
114d. He reckoned that he had spent only 
10s. 11d., a 3d. too little. On the left. 
hand side of the page, he puts ‘‘$d.”’, which 
suggests an attempt to carry down a credit 


of 3d. There seem, however, to be no rec- | 


ognizable entries for receipts and pay- 
ments nor attempts to total them and strike 
a balance. Yet isolated notes which appear 
to record them are made. In this connec- 
tion John Brown’s name appears from 
time to time. At the foot of the week end- 
ing November 3 is the note “He owes 
John Brown 9s. 8}d.”’ In the second week 
in November, there appears a_ laconic 
“John Brown—7s. 103d.” The following 
week occurs the note “Brown received 


9s. 3d.”, and a jotting in the week of Jan- & 


uary 1 states “John Brown for 3 weeks— 
22s. 54d.” These entries suggest that 
money passed to John Brown from time 
to time and that this book is his record of 
how he spent it. On the other hand, there 
is evidence that although each week the 
three servants—Agnes Cliff, John Gregby, 
and John Brown—were credited with an 
allowance for service, it was not paid to 
them weekly. Their outstanding wages 

18 Dr. Wood-Legh discusses the possibility that they 
were obtainable, at least in Dorset, throughout the 
year. See the introduction to A Small Household Book 
of the XVth Century, K. L. Wood-Legh, Manchester 
University Press, 1956. 

19 In contrast a money value was placed on chickens, 
eggs, and sucking-pigs received from the tithe and 


consumed by the commoners. 
20 Perhaps the ale was called after the person who 


brewed it. “Parker” cost 1d. to 3d. a gallon. “Kombe” § 


was usually 1d. a gallon. 
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were not settled until Christmas week.” 
In contrast, the laundress appears to have 
been paid her wage of }d. each week as she 
isnot mentioned in the settlement of the 
wages of the other three servants, pre- 
sumably because she was a part-time 
worker. 

The payments made by the Receiver are 
also puzzling. Three are recorded: one in 
the first week in November for a single 
meal for John Tailboys, one of the Re- 
ceiver’s assistants; one in the last week of 
November for a meal for ‘‘a certain Robert 
| Mayer”; and a third in the first week in 
December which was said to cover meals 
for three weeks for the Receiver himself, 
Southall, Isabella, Brown, Robert Tyler, 
and three single meals for visitors.” It 
would not be surprising to find that when 
the Receiver stayed at Tattershall Castle, 
he paid for his own meals and those of his 
staff. It is, however, surprising to find that 
he did not pay every week when he was 
listed as being present; apart from the pay- 
ments mentioned above, the names of the 
Receiver and his staff appear, with meal 
allowances, among the other commoners. 
The third payment seems odd in that the 
Receiver appears to have paid for others 
who, so far as can be seen, were not con- 
nected with him in their work and for 
whom provision was usually made in the 
general fund for meals. 

Notwithstanding the incomplete and 
limited nature of its contents, this book 
provides much material for reflection. It 
cannot be regarded as being more than a 
small piece in a jig-saw puzzle, but it is a 
fragment of interest to students of the his- 
tory of accounting. Above all, this book 
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and similar records emphasize that such 
material is available because of the prac- 
tice of recording in detail each expense 
incurred in a household, in which it was 
expected that every farthing’ would be 
reckoned and accounted for. That the 
writer of this and similar documents should 
record his income and expenditure, being 
able to justify each item, was enough to 
show that he had carried out his duties 
honestly and had discharged satisfactorily 
his liabilities as an accounting official, 
which was his real purpose in keeping his 
account.”4 

21 It may be that, in the Cromwell household, wages 
were settled quarterly. There is evidence of this prac- 
tice in ‘““The Household and Privy Purse expenses of 
the Lestranges of Hunstanton, 1519-78,” Archaeologia, 
Vol. XXV, p. 424, 1834. 

2 The Receiver paid 29s. 6d., an amount difficult to 
reconcile with the terms of previous entries and prac- 
tice, according to which the payment should have been 
19s. 3d. made up as follows: 

Receiver 
2 assistants 
Southall 


Isabella 
Brown 


Tyler 
Meals for 
visitors 


3 weeks at 1.-d. per week 
3 weeks at 10d. per week 
3 weeks at 1/-d. per week 
3 weeks at 1/-d. per week 
3 weeks at 10d. per week 
3 weeks at 10d. per week 


19s. 3d. 


23 The fact that even half a farthing was due from 
Bromholm Priory to its cellarer was recorded in The 
Cellarer’s Account for Bromholm Priory, Norfolk, 1415- 
pe ed. Lilian J. Restone, Norfolk Record Society, 
1944. 
% He knew, however, that his accounts would be 
audited. Confirmation that the Tattershall accounts 
were audited may be found in an entry made during 
the fourth week in March (showing the time of the 
year at which the audit was made) and relating to a 
meal allowance of 1/- (superior status) for an auditor’s 
clerk. There seems to have been only one auditor’s 
clerk at work then although, as Mr. L. F. Salzman 
comments, apparently (even in those days) auditors 
worked in pairs. See p. xxviii of the Introduction to 
Ministers Accounts of the Manor of Petworth, 1347-53, 
Sussex Record Society, Vol. 55, 1955. 
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HE purpose of this paper is to discuss 
the problem involved in allocating 


the various costs of manufacturing 
between the fixed and variable categories 
and to suggest a workable solution to this 
perplexing problem. This allocation is most 
commonly undertaken in connection with 
break-even analysis, but, although I have 
some sympathy for those who are critical 
of the conventional approach to break- 
even analysis, it is not my intention to 
discuss that subject here. Determination of 
fixed and variable expenses provides the 
basis for any type of cost-volume-profit 
analysis so it seems desirable to attack this 
problem first as a preliminary to any fur- 
ther study of such analysis. The allocation 
of manufacturing costs between the fixed 
and variable categories is often confused 
because: (1) it is difficult to establish 
accounts which contain only one class of 
expense, i.e. fixed or variable, and (2) 
many variable expenses do not maintain a 
constant relationship to the rate of opera- 
tions. 

It is generally recognized that fixed costs 
are not truly fixed for all rates of activity 
or volume of production. They are fixed 
only for a given range of capacity and 
within a definite set of conditions. Yet, 
because of their nature and relationship to 
operations, they are identifiable and can be 
accounted for with accuracy. Conse- 
quently, their variability is predetermined 
to a high degree and is predictable, thus 
providing satisfactory data for analytical 
purposes. Less well understood is the fact 
that there is also something wrong with the 
concept of variable costs. Unit cost fluctu- 
ations are not due exclusively to changes in 
fixed costs. In addition to bookkeeping and 


SEPARATION OF FIXED AND VARIABLE COSTS 


Jutius WIENER 
Everlestik, Inc. 
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similar errors, various elements and events 
cause irregularities in the relationship of 
variable costs to production so that unit } 
costs vary at least partly because variable [ 
cost per unit changes. 

/ (Uf, during a period of declining volume, 
the amounts of variable costs at different 
volumes and the volumes themselves are 
plotted on a graph, it may be seen that the 
cost line declines less rapidly than the 
volume line. If variable costs were truly 
variable, cost and volume lines would be 
parallel; thus the graph indicates that } 
variable costs do not fluctuate as would be 
expected from their definition. The total of 
variable costs has not functioned as truly f 
variable; a portion of these costs has be- 
haved contrary to the law of proportional- J 
ity expected from variable costs. This is 
illustrated in Schedule 1 and Graph 1. The 
data presented in Schedule 1 are not actual 
operating figures but they are presented in 
a fully linear relationship to actual data. 
Examination of the unit variable costs in 
that schedule reveals that they do not vary 
directly with volume. Graph 1 uses the 
same data to present the relationship more 
clearly. 

Within the area of variable costs, the 
failure of such costs to fluctuate directly 
with volume creates a discrepancy between 
actual and expected unit costs. This dis- 
crepancy may be called the invariabilily 
range because within it costs do not re 
spond as variable costs should. The impact 
of this discrepancy on unit costs may be 
called the invariability effect. 

The problem of satisfactorily segregat- 
ing fixed and variable expenses is one that 
has vexed many able accountants and to 
date no completely satisfactory solution 
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| Quantities, Variable Costs, and Variable Unit Costs by Months 
Total Variable Costs Unit Variable Cost 
January 73,329 13,779.99 18792 
February 51,799 10,575.28 "20416 
March 89; 305 15,096.12 "16904 
April 68,282 13/883.10 20332 
May 77.474 14,645.68 "18904 
June 51,037 10,048.16 . 19688 
SCHEDULE 1 
89.3M 


| 
| $ .169 


Unit Variable Costs 


JAN. FEBR. MARCH 


APR. MAY JUNE 


Grarx 1. Quantities, Total Variable Costs, and Variable Unit Costs, Before Adjustment (based on 


data in Schedule 1). 


has appeared. Many expenses, such as 
repairs, for example, are subject to varia- 
tions that gre in no way controllable, so the 
problem of classification appears difficult 
indeed. Yet there must be a solution to all 
problem: if we will continue to seek and to 
conside:, each new solution. I wish to sug- 
gest 3 simple solution to this problem 


which seems to be satisfactorily accurate 
for most purposes. 

By definition, fixed costs must be fixed 
and variable costs must fluctuate with 
volume; this is the basis for their segrega- 
tion. As total costs, the sum of fixed and 
variable, is established, any error in the 
total of one class must affect the other. 


73.3M — 
| 68.3M 
] $15.1M 
_ 
$13.9M 
$13.8M 
Total Variable Costs 
| 
{ 
| $10.6M $10.0M 
i | $ .204 $ .203 $ .197 
$ $ .189 
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Where then do we look for the error that 
influences them both? For too long we have 
concentrated on methods of analyzing 
fixed costs into their fixed and variable 
components. It is time we gave more at- 
tention to variable costs and to the fact 
that they also include both fixed and vari- 
able elements. The failure of such costs to 
fluctuate directly with volume as illus- 
trated in Graph 1 suggests this is a useful 
area for study. 

It should be emphasized that the ex- 
pected proportionality of variable costs to 
the rate of production provides a basis for 
controlling such costs. Any failure of such 
proportionality indicates that these costs 
contain a non-variable element which 
should be transferred to the fixed cost 
category. 

It seems clear that no method of analysis 
will permit recognition of the non-variable 
elements in variable costs before entry and 
preliminary classification. This leads us to 
the obvious conclusion that adjustment 
after accumulation is the only possibility. 
Such an adjustment should have for its 
purpose the final determination of variable 
costs that are proportional to volume. To 
the extent that variable costs are not so 
proportional, either an element of fixed 
costs has behaved in a variable cost fashion 
or an element of variable costs has behaved 
in a fixed cost fashion. In either case, ad- 
justment to restore the proportionality of 
variable costs is required. 

The first step is to identify the invaria- 
bility range. This can be done by collecting 
a sequence of data including quantities, 
costs, and unit costs of production. The 
data used for this period should not be 
spread over an extended period of time 
because the influence of data remote from 
the present may have a distorting influ- 
ence. Data for a year or even for six 
months will give a fair indication of the 
actual situation. 

The data in Schedule 1 illustrate the 
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problem. As suggested previously, exami. 
nation of these data indicates that unit 
variable costs are violating the propor. 
tionality concept. In addition, close; 
examination will indicate that these unit 
cost components fluctuate so that the 
lowest unit cost is not always produced at 
the highest rate of production nor is the 
highest unit cost necessarily found at the 
lowest rate of production. Certainly this is 
not in accordance with expectations, 
Normal expectations are violated to such 
an extent that unit variable costs for 
June are less then unit variable costs for 
April although the April production js 
substantially in excess of that for June. 


Unit 
Units 
produced  *ariable 


This, of course, is contrary to expectations, 
but on reflection it does not seem as un- 
usual as at first consideration. Costs ap- 
plied and quantities produced are not as 
interdependent throughout the entire range 
of production as the concept of variable 
costs implies. Actually, they tend to de- 
viate from the parallelism implicit in the 
concept and to develop a degree of inde- 
pendence. Recognition of this fact leads us 
to consideration of the sequence of the two 
series of figures and to the proportionality 
developed within each. The difference be- 
tween these two series of proportionate 
figures identifies the invariability range. 
Thus it may be determined as follows: 


1. Collect statistical data with respect to 
quantities produced and pertinent variable 
costs at different volume levels and for 
different periods. 

_2. Take the period of the highest production 
as the 100% base for the calculation of 
proportionate figures. 

_3. Rearrange the figures by entering those for 
the base year (100%) on the first line fol- 
lowed by the remaining periods in an order 
of decreasing volume levels. 

4. Compute proportionate figures as per- 


| Gr 
; on da 


Separation of Fixed and Variable Costs 


Determination of the Invariability Range 


Uniis Completed Variable Costs 


Quantity Amounts 


(3) 


$15,096.12 
14,645.68 
13,779.99 


Sum of Variable Costs 
Sum of Differences 


Unit Variable Costs 


— 


MAY JAN. APR. FEBR. JUNE 


Grapx 2. Quantities, Total Variable Costs, and Unit Variable Costs, After Adjustment (based 
on data in Schedule 2). 
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centages of the base for both volume and 
total variable cost for each period and enter 
them in the tabulation. 

5. Compute and enter in an additional column 
the differences obtained by deducting on 
each line the proportionate volume figures 
from proportionate figures of variable costs. 
This gives the invariability range for each 
period. 

6. Compute the average of the amounts in 
the column derived in (5) above. This 
yields the average irvariability range for 
the sum of the quantities produced and 
variable costs applied during the period 
covered by the schedule. 


This procedure is illustrated in Schedule 
2 and Graph 2. It should be pointed out 
that the scales used for Graphs 1 and 2 are 
different for quantities, total variable 
costs, and unit variable costs. The total 
variable cost scale is four times that of the 
quantities produced and the unit variable 
cost is 200 M times that used for quanti- 
ties. 

The adjustment to be made is shown in 
Schedule 2. In preparing a break-even 
analysis, the total variable costs should be 
reduced by the average per cent of differ- 


ence, in this case 9.40% of $78,028.33 o 
$7,334.66, and fixed costs are to be ip. 
creased by the same amount. Thus the 
approximate amount of the non-variable 


element in the variable costs has been | 


transferred to fixed costs. 

The differences in the adjustment cal. 
umn are expected to be positive, yet every 
difference can be positive or negative. Asa 
matter of rule, proportionate figures in the 
expense column will be greater than those 
in the volume column during a period of 
declining volumes. However, negative 
figures can and will appear in actual prac- 
tice and they will indicate that variable 
costs have been understated. 

It is not the intention of this paper to 
insist that this is the only possible or even 
the best method of identifying the invaria- 
bility range and adjusting for it. What is 
desired is to draw attention to the problem 
which variable costs pose in the area of 
cost-volume-profit relationships and to 
suggest a simple and easy method of ad- 


justment which eliminates most of the non- | 


variable element from variable costs. 
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accounting are published periodi- 

cally in THE ACCOUNTING REVIEW 
for the information of its readers. The last 
prior publication of these abstracts ap- 
peared in the April, 1960 issue. Each 
abstract briefly summarizes the nature of 
the problem explored and usually presents 
findings or conclusions. It is suggested that 
interested persons write directly to the 
author for more specific information or 
further expression of ideas respecting the 
subject. A copy of the complete disserta- 
tion may often be procured for study 
through interlibrary loan. 


Nou of doctoral dissertations in 


THE ENTITY CONCEPT OF THE 
FIRM: A CRITICAL 
APPRAISAL 


Rosa Margaret Brandt Bodenhamer 
: University of Missouri, 1947 


_ The purpose of this study is to analyze 
and to appraise the entity approach to 
business accounting with the objective of 
determining whether this approach enables 
accounting to meet the responsibilities 
| placed upon it. 
Various historical concepts of the firm 
| are reviewed, and the current concept of 
the firm as an entity separate from the 
owners is explained. A brief survey is then 
made of other current concepts which 
interpret the business unit as either (1) an 
' association, (2) a social institution, or (3) a 
fund of capital. 

Through supporting assumptions, the 
entity concept is incorporated into an 
accounting system. The following assump- 
tions (all of which are not used exclusively 
by the entity approach) are examined for 
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Collected by 
E. CARLSON 
Member, Committee on Research Review 


consistency with the main concept and for 
appropriateness for current uses made of 
accounts: 


. That the business unit is an entity; 

. That the business unit has continuity of life; 

. That accounts should be kept on a cost 
basis; 

. That costs may be attached to products; 

. That income should be recognized only 
after it is realized; 

6. That costs may be matched with revenue 

by periods to determine period income; 
7. That the balance sheet is a representation 
of financial position.! 


n> 


An over-all appraisal of the entity ap- 
proach is made with reference to selected 
criteria considered appropriate for an ade- 
quate system of accounts. First, account- 
ing should be suited to the social and 
economic setting of the time and place. 
Second, accounting should be adaptable to 
the types of institutions employed by the 
society. This involves an effort to recog- 
nize the business units and to identify and 
portray the relationships existing within 
them. Third, accounting should provide 
information about the business units that 
is needed as a basis for rational decisions. 

It is concluded that the entity approach 
to accounting does not meet all of the 
criteria outlined for an ideal system. It is 
based on the use of historical cost which is 
most appropriate in a competitive econ- 
omy not influenced by industry regulation 
and in an economy in which the value of 
the monetary unit is stable. Such an ap- 
proach is not suited to economic conditions 


1 With the exception of the last, the assumptions 
are from those presented by W. A. Paton and A. C. 
Littleton in their An Introduction to Corporate Account- 
ing Standards (The American Accounting Association, 
1940) pp. 7 et seg. 
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currently existing in the United States. 
Neither has accounting adapted ade- 
quately to the types of business units 
utilized by the society. Consolidations of 
legal entities made the concept of the indi- 
vidual business entity of limited usefulness 
in representing the combined business 
units. It is recognized that accounting 
operates in a legal as well as in an economic 
environment and that it can adjust to the 
latter only to the extent that it is not ob- 
structed by other considerations. Where a 
look to the future is required, accounting is 
able, at best, to furnish only a part of the 
information needed in making this projec- 
tion. 

In an effort to make accounting ade- 
quate for current uses, it is suggested (1) 
that emphasis be placed on adjusting op- 
erating income to be more in conformity 
with real income through the use of re- 
placement cost or an estimate of present 
value, (2) that realized appreciation and 
capital gains be classified separately from 
other sources of income on the income 
statement, and (3) that transfer income, 
which results not from production of the 
firm but from production of other com- 
panies, be segregated and classified. 

The suggestions are designed to lead to 
more accurate matching of operating costs 
with revenue in terms of the same dollars, 
to lead to a clearer indication of the sources 
of income through separate classification, 
and to place more emphasis on presenta- 
tion of data within the statement rather 
than on a final income figure. 


A REEVALUATION OF ACCOUNT- 
ING CONCEPTS TO MEET THE 
REQUIREMENTS OF A 
DYNAMIC ECONOMIC 
ENVIRONMENT 


Frederic Augustin Brett 
University of Alabama, 1958 


Shortly after the turn of the present 
century, the phenomenal growth of the 
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corporate business structure with its cop. 
centration of capital and absentee owner. 
ship gave impetus to the need for improved 
accounting practices which would reflect 
more informative data in financial reports, 
To meet this broadened social implication 
of business, the accounting profession, 
through general acceptance of its practic. 
ing members, developed many new tech- 
niques and procedures to augment the 
principles which had formed the nucleus of 
the accounting concepts and doctrines 
formulated over a period of several hun- 
dreds of years. 

In the development of the new tech- 
niques and procedures, primary considera- 


tion was given to the formulation of practi- [ 


cal expedients to meet the pressing require- 
ments of the day. This approach to the 
solving of problems caused accountants to 
concentrate their efforts on remedial 
measures rather than on basic investiga- 
tions into the nature and causes of the 
problems. 

In an attempt to contribute towards a 
possible solution of some of the problems 
facing the profession, this study undertook 
a basic analysis of business income. Income 
can be analyzed either from the point of 
view of the capital yielding it or in relation 
to the owners receiving it. As accountants 
appear to have limited their theoretical 
investigations of income to the second 
approach, this study used the alternative 
approach and analyzed business income 
from the point of view of the capital yield- 
ing it. 

The first step in making this analysis 
was to examine existing accounting con- 
cepts and doctrines as to intent and pur- 
pose. Although it was found that the 
application of these concepts to financial 
data reflected the information they pur- 
ported to reflect, some doubt was raised as 
to whether this information was that which 
was required by the various users of pub 
lished financial data. 
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The second step in the investigation 
involved the analysis of business capital 
using basic economic theory and statistical 
methods. Existing accounting concepts 
and doctrines were disregarded and income 
was analyzed from the viewpoint of the 
average businessman and other users of 
financial data who are not cognizant of the 
intricacies and inherent limitations incor- 
porated in present-day accounting theory 
and practice. 

Through inductive reasoning, a new 
income recognition concept was developed 
which more closely parallels the economic 
and social concepts of income and elimi- 
nates the need for permitted deviations 


| from the presently accepted realization of 


income concept. Five basic conclusions are 
drawn from this analysis: 

(1) Income, for accounting and finan- 
cial purposes, must be measured in terms 
of money, and must be measured in rela- 
tion to the change in the economic position 
of a business entity between two points 
in time. To make this measurement, an 
invariable measuring unit must be used. 
Thus, by necessity, any change in the value 
of the measuring unit, the dollar, must be 
considered or financial reports will reflect 
the summation of heterogeneous units. 

(2) The value concept of the mainte- 
nance of invested capital must be adhered 
toor managerial ability and efficiency can- 
not be judged in relation to current eco- 
nomic conditions. 

(3) Income is considered to accrue to a 
business entity when it is earned through 
active business dealings or through ‘‘ab- 
stinence.”’ Under either condition, income 
must be at the disposal of, or under the 
control of, the business entity. 

(4) In measuring income earned through 
abstinence, consideration must be given 
to the intended use of the capitai from 
which the income is derived. This analysis 
tequires the classification of all business 
capital. A further classification as to the 


intended use of the capital requires each 
item to be designated as having value in 
exchange or value in use. By necessity, all 
circulating capital items have value in ex- 
change. Fixed capital items, however, may 
have value in exchange or value in use 
depending upon managerial intent. In- 
come earned through abstinence is measur- 
able, for accounting purposes, only for 
items having value in exchange. 

(5) The new income recognition con- 
cept, when applied to the financial activity 
of a business entity, results in the recogni- 
tion of income in the periods when the 
economic activity takes place rather than 
in subsequent periods which may have 
little bearing on the reported activity. 
Adherence to this concept would thus tend 
to lessen the cumulative effects on finan- 
cial reporting of prolonged periods of in- 
flation or depression. 


PERIOD COSTING VS. PRODUCT 
COSTING 


James T. Johnson 
Louisiana State University, 1958 


This study deals with the matching of 
costs with periods of time, on the one hand, 
and with products, on the other. It is 
desired to determine why there usually 
must be both “period costing” and ‘“‘prod- 
uct costing” in the same business entity. 
A related purpose is to ascertain if there 
is a trend either to more product costing 
or to more period costing. 

Accounting literature is used for the 
study. The investigation of the problem 
is keyed to the goals or objectives in ac- 
counting of income determination, cost 
control, and price determination. Basic ac- 
counting concepts are reviewed and then 
utilized in consideration of the practice of 
cost assignment and matching. 

The study indicates that there exists 
both period costing and product costing in 
the same entity because of three factors: 
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(1) the use of sales as the basis of revenue 
recognition; (2) the impracticality of allo- 
cating all costs to product in order that 
there might be a “full” cost matched with 
sales; and (3) the belief that the resulting 
data may be less useful, or more harmful, 
when certain costs are allocated to prod- 
uct by arbitrary methods. 

It cannot be said that revenues are al- 
ways matched with the costs which pro- 
duced the revenues. Certain costs are 
believed characteristically to attach to the 
period. In some cases, too, the affinity of 
the revenue is to the period rather than to 
the cost. The trend is to a greater empha- 
sis on the accounting period and the part 
the period has in the matching process. 

The period has an effect on the matching 
which is done when the effect of price level 
changes is given consideration. When price 
level effects are reflected into the matching 
process, historical dollars are adjusted to 
dollars of the current period. It is believed 
that much of the objection to the reflection 
of the effect of price level changes into the 
matching would disappear if these two 
conditions could be met: (1) that the 
resulting method of matching would com- 
ply with the objectivity concept, and (2) 
that the price level effect on costs and the 
resulting income would be properly dis- 
closed. 

The trend is to a greater use of the ac- 
countant and his findings in the making of 
managerial decisions. In this connection, 
the division of expenses into fixed and vari- 
able categories is generally considered ad- 
vantageous. 

The trend also is to the showing of more 
costs as “period” costs and less as “prod- 
uct”’ costs. The technique of “direct cost- 
ing”’ is both a part of this trend and a con- 
tributor to it. 
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THE ECONOMIC, ACCOUNTING, 
AND FINANCING PROBLEMS 
IN THE EXPANSION OF 
THE NATURAL GAS IN- 
DUSTRY WITH SPECIAL 
REFERENCE TO 
TRANSMISSION 


Paul G. LaGrone 
University of Alabama, 1958 


The natural gas industry is the sixth 


industry in size in the United States; it } 


is possibly the fastest growing industry in 
the United States today. To take advan- 
tage of a waiting market, the industry has 
conceived a gigantic construction schedule 
covering the next four years. With debt 
issues affording an almost certain retum 
to conservative investors and common 


stock being in great demand, money for 
the expansion seems assured. Construc- 
tion is presently at an all time high with 
the schedule over the next four years call- 
ing for expenditures totaling $7.3 billion. 

Natural gas officials anticipate that 36 
per cent of the funds for planned expansion 
will come from within the industry, the 
remainder being financed 48 per cent with 
debt issues and 16 per cent with equity 
securities. Serious investor resistance is not 
anticipated because of two strong appeals: 
(1) the booming nature of the industry 
offering a quick return to the investor with 
imagination; and (2) a sound future for 
the industry to reassure the investor inter- 
ested in steady earnings over a long period. 

In spite of its rising price, gas is actively 
meeting competitive fuels today and it 
should maintain a strong competitive posi- 
tion in the foreseeable future. It is expected 
that the diminishing price differential will 
damage the competitive position of natural 
gas only in special areas. Rigid price con 
trols established by the Federal Power 


Commission will probably continue ia § | 
spite of vociferous dissent from industry | 


spokesmen. 
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One clear trend emerges from current 
market conditions: the natural gas indus- 
try is giving ever increasing attention to 
domestic customers. A large majority of 
the industry’s 30 million customers are 
domestic consumers, although industry has 
been consuming 70 per cent of the total 
marketed gas. Because storage facilities 
will permit natural gas to be held for do- 
mestic users who need it for heating during 
the winter, “interruptible” sales seem 


| destined to decline. 


Natural gas officials have recognized 
the importance of research, as evidenced 
by the fact that large sums of money are 
spent through a research committee main- 
tained by the American Gas Association. 
Through research the industry is destined 
to benefit from such innovations as alu- 
minum and plastic pipe. Research has 
caused gas to become important in the 
chemical and petrochemical industries. 

As the general public sees it, there are 
two natural gas “industries.” One, pri- 
vately owned, consists of a vast adminis- 
trative organization and land containing 
towers, pump houses, compressor stations, 
and thousands of miles of buried pipe 
necessary to carry the gas into the houses 
and factories of the nation. The other, two 
government organizations, consists of the 
Federal Power Commission and the Secu- 
tities and Exchange Commission. These 
commissions seem destined to control 
every phase of the industry. 

Pro forma financial statements must be 
sent to the Federal Power Commission to 
substantiate proposed expansion of facil- 
ities of the gas industry. Collection of data 
for expansion of facilities may not appear 
to be accounting; however, the problems 
of the engineer in estimating cost for such 
an expansion are to a large extent cost 
accounting problems. Accounting is vitally 
important throughout the life of an ex- 
pansion project, from the early studies 
until the project is determined to be eco- 


nomically feasible, and from the time a 
Certificate of Convenience is granted until 
it is recorded in the plant account records. 

There is a promising future for the nat- 
ural gas industry in the United States. In 
past years the industry has thrived under 
regulation, and it should continue to do 
so in the future if present standards of 
regulation are maintained, if its competi- 
tive advantage is retained, and if explora- 
tion for future reserves proves to be suc- 
cessful. 


COST ACCOUNTING FOR THE 
MINING, MILLING, AND 
SMELTING OF COPPER ORES 


Kemper Williams Merriam 
University of Texas, 1957 


Effort is directed in this study toward 
the accomplishment of three main objec- 
tives: (1) to briefly describe the processes 
of mining, milling, and smelting so that 
the reader may have a better comprehen- 
sion of mine terminology, (2) to determine 
the more important accounting methods 
in current use by mine operators for these 
processes including the manner in which 
this cost information is presented to man- 
agement for control of operations, and (3) 
to illustrate, by an actual case study, the 
cost and production data for a typical 
mining, milling, and smelting operation for 
a month with cumulative year-to-date 
totals. 

The uniform cost accounting summaries 
described and illustrated are those which 
would be prepared by a company engaged 
in the mining, milling, and smelting of a 
nonferrous ore containing copper as the 
principal metal and silver and gold as the 
secondary metals. Under the by-product 
method usually applied in this industry, 
the value of the gold and silver produced 
is credited to the cost of the principal 
metal, copper, with no specific cost being 
allocated to the gold and silver recovered. 
Due to the many variations in grades of 
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ore, texture of ore, and location cf the 
deposits, each individual operating com- 
pany will have certain unique processes 
and problems that are not covered in the 
discussion material. 

These cost records are maintained pri- 
marily to facilitate the proper control of 
operations, but they may also be used for 
determining a proper basis for valuation 
of in-process and the finished metal inven- 
tories, when required. The records are 
maintained using two basic classifications 
of cost: by operation or department; and 
by elements such as labor, supplies, power, 
and sundry. It is ordinarily necessary to 
determine two unit costs for each major 
operation, one expressing the cost in terms 
of the amount of material handled, treated, 
or produced in the particular department, 
and the other in terms of cost per unit of 
the primary metal recoverable from such 
material, in this case a pound of refined 
copper. The material unit cost for the 
mining operation is the cost per ton of ore 
produced; for the milling operation, the 
cost per ton of ore milled; for the smelt- 
ing operation, the cost per ton of new 
metal bearing material charged into the 
smelter. Periodic comparisons of these unit 
costs provide a measure of the efficiency 
of the operations which may be of material 
value to the operating officials and depart- 
ment supervisors. 

The last section of the paper contains a 
study of the operating costs of a typical 
mining, milling, and smelting operation 
for copper ores. The costs and production 
data included in this study were obtained 
from an actual company’s records and are 
representative of a company extracting ore 
from underground workings. The costs and 
production information have been altered, 
however, to the extent necessary in order 
to prevent disclosure of confidential infor- 
mation, but the relationships have been 
accurately retained. 
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The cost patterns for mining, milling 
and smelting are similar. In fact, this holds 
true for all functional departments of the 
entire operation; costs are assembled inty 
basic groups by object of expenditures; the 
pertinent information and production sta. 
tistics are correlated with these costs; unit 
costs are emphasized throughout. In effect, 
this gives the net results of operations in 
a uniform manner and shows at a glance 
whether unit costs are up or down and 
whether fluctuations in output or dollar 


costs are chiefly responsible. 


THE IMPACT OF THE FEDERAL 
INCOME TAX ON RESIDENTIAL 
REAL ESTATE DEVELOPERS 


Donald E. Roark 
Indiana University, 1958 


Entrepreneurs are entitled to conduct 
their business in such manner as to take 
advantage of the legal and proper tar 
reducing methods available to them. The 
present high Federal income tax rates are 
an inducement to do so. The purpose of 
this study was to determine to what extent 
residential realestate developers attempt to 
manage and reduce their Federal income 
taxes by proper planning and by adequate 
consideration of the tax consequences of 
their policies and managerial decisions and 
the probable impact of the developers 
tax management policies on their method 
of operation, results of operation, risks as 
sumed, and financial position. 

First, the area of Federal income tar 
law germane to real estate developers was 
examined and analyzed. The emphasis at 
this stage of the study was upon reviewing 
primary data—particularly, the Internal 
Revenue Code and the related regulations, 
the pronouncements of the Treasury De 
partment, relevant court cases, and the 
portions of the Congressional record that 
pertain to income tax matters of real estate 
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then conducted—twenty-one with residen- 
tial real estate developers and twenty-two 
with tax accountants, tax attorneys, and 
mortgage lending officers of financial insti- 
tutions. Thus, the comments of the resi- 
dential real estate developers were com- 
plemented by the views of the professional 
consultants who advise the developers and 
by the executives of nancial institutions 
who frequently greatly influence the opera- 
tions of developers. 

Federal income tax considerations are of 
major importance in the operation and 
management of a residential real estate 
development enterprise. The Federal in- 
come tax law is so pervasive and all-in- 
clusive that a developer cannot make a 
business move of any consequence without 
modifying his Federal income tax cost. 
Because of the peculiar nature of real 
estate and the law applicable to real estate 
transactions, the industry is subject to 
more areas of Federal income tax law than 
is true of most industries. Furthermore, 
the Federal income tax is one of the largest 
single costs incurred by the representative 
developer and is typically exceeded only 
by his raw material and labor costs. 

The complexity, ambiguity, and insta- 
bility of the Federal income tax law in- 
creases the risk assumed by real estate 
developers. When the nature and monetary 
amount of one of the principal factors to 
be considered in weighing managerial de- 
cisions, the Federal income tax, cannot be 
determined with reasonable certainty the 
element of risk assumed by the developer- 
taxpayer is greatly increased. 

There are a number of tax-reducing and 
tax-managing opportunities within the 
framework of the Federal income tax law 
that are available to residential real estate 
developers. Most developers, however, are 
unaware of or do not adequately under- 
stand and appreciate the available tax- 
reducing methods. 


On the other hand, many tax-reducing 
methods utilized by developers involve 
activities which substantially depart from 
their basic method of operation. Ironically, 
subsequent changes in the Federal income 
tax law frequently render ineffective the 
contemplated tax advantages of such 
methods and, as a result, the developers 
are left with all the other consequences of 
the method, many of which are adverse to 
their interests and were accepted only be- 
cause of the anticipated tax benefit. 

Residential real estate developers should 
utilize proper tax planning. Federal income 
tax considerations should not be over- 
looked but should be considered in proper 
perspective along with other pertinent fac- 
tors in evaluating and determining mana- 
gerial decisions. 

Intelligent tax planning, although essen- 
tial, is not enough. Developers must be 
willing and able to take full advantage of 
the legally available tax-reducing methods 
that are consistent with the developers’ 
method of operation and resources. In 
order to qualify as such, a tax-reducing 
method must meet four basic tests: The 
method should enable the developer to in- 
crease his net profit afler taxes; its use 
should not result in reducing the devel- 
oper’s net profit before taxes to such ex- 
tent as to nullify the tax-saving benefits 
of the method. The method must be legally 
defensible—i.e., it must be legally accept- 
able tax avoidance rather than tax eva- 
sion. The contemplated method should not 
involve activities which substantially de- 
part from the developer’s basic method of 
operation unless the developer, by reason 
of prior experience and/or aptitude, is 
capable of handling such activities. Lastly, 
the use of the method should not strain 
the developer’s financial and managerial 
resources to such an extent as to materially 
hinder his primary activities of developing 
residential real estate. The enumerated 
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tests are not uniformly applicable to each 
developer. Rather, the tests should be 
weighted in a manner consistent with the 
individual developer’s objectives, exper- 
ience, aptitude, and resources. 


THE IMPLICATIONS OF ECONOMIC 
CONCEPTS OF INCOME AND 
PROFIT FOR ACCOUNTING 


Rudolph Walter Schattke 
University of Illinois, 1959 


The present day emphasis in accounting 
on the determination of income has 
brought with it a deepening concern about 
the nature of income and the theoretical 
accuracy of the present concepts of in- 
come used by accountants. Since concepts 
of income and profit hold a prominent po- 
sition in economics, accountants logically 
can expect some aid from discussions in 
economic literature. This study was a re- 
view of economic concepts of income and 
profit to ascertain their usefulness and ap- 
plicability for accounting. Since this was 
neither a definitive appraisal of economic 
thought nor an attempt to find an economic 
justification for present accounting thought 
and practice, the various economic ideas 
were presented without endeavoring to 
cast them in a traditional accounting mold. 
Therefore, the arrangement of this study 
followed the main economic concepts, and 
implications of these concepts for account- 
ing were indicated as discussion progressed. 

Organization of this study was based on 
two important ways of looking at income 
and profit in economics: 1) as a return, 
and 2) as a difference between revenues 
and costs. Asa preliminary to the extended 
discussion of these two conceptions, two 
other subjects were first dealt with: a) 
national income, and b) income and profit 
when used as general terms. 

As the study unfolded, it became appar- 
ent that concepts of income and profit in 
economics are both manifold and diverse. 
It seemed that although there are only a 


The Accounting Review 


few basic starting points in a study of jp. 
come and profit, there have been many 
ramifications in the paths that have beep 
pursued from these starting points. It js 
important that this diversity and the mul. 
tiplicity of variations that can be found 
in economics be recognized by account. 
ants. A great deal of accounting literature 
exhibits an unfortunate tendency to over. 
simplify the economic concepts; conse. 
quently accountants both lose the richness 
of economic thought and fail to glean as 
much information as is available. The 
diversity of economic thought is not an 
unmixed blessing, for it has often posed as 
a deterrent to those who would find what 
economists think about income and profit. 
One cannot find any single authoritative 
and comprehensive economic concept; nor 
is there any single source of pertinent eco- 
nomic concepts. This study is designed to 
circumvent these deterrents by disclosing 
the diversity of economic thought and als 
indicating to some extent the sources 
material in economic literature. 

The multiplicity of economic concepts 
presented in this study meant a core 
sponding multiplicity of conclusions. Thes 
were pointed out at many places through 
out the study, and cannot be recapitulate 
in the space available here. Suffice it to 
say that some of the implications are im 
portant and far-reaching. 

It was not suggested that enterprise 
abandon their traditional financial presen- 
tations and practices, but that accountants, 
to be progressive, should constantly ques 
tion the usefulness and relevancy of thei 
art. An understanding of economic cot 
cepts of income and profit should be 
definite aid and stimulus in this sel 
examination. Furthermore, as accounting 
theorists come to grips with problems d 
income and its determination in the future, 
a close familiarity with economic concepts 
should be helpful in formulating consist 
ent and relevant concepts. 
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AN EVALUATION OF SELECTED IN- 
DUSTRIAL CORPORATION ANNUAL 
REPORTS FOR COMPLIANCE WITH 
THE ACCOUNTING RESEARCH 
BULLETINS OF THE AMERI- 
CAN INSTITUTE OF 
CERTIFIED PUBLIC 
ACCOUNTANTS 


Lloyd Vann Seawall 
Indiana University, 1958 


Investors, creditors, labor organizations, 
governmental agencies, and business man- 
agements could not make intelligent de- 
cisions or establish sound policies without 
adequate and reliable information relative 
to the financial position and operating 
results of American industrial corporates. 
The Certified Public Accountant, func- 
tioning as an independent and professional 


| auditor, has been given the responsibility 


for providing assurance of the reliability 
or fairness of the financial representations 
of corporate managements. 

The independent auditor’s report on the 
examination of corporate annual reports 
contains a reference to a body of so-called 
“generally accepted accounting princi- 
ples.” A mystery to the layman, a contro- 
versial issue among professional account- 
ants, a frustration to the accounting 
student, and often a source of embarrass- 
ment to the professor who is asked to 
identify them, generally accepted account- 
ing principles nevertheless are said to be 
the bases for determining and reporting 
the net income and financial position of 
American business enterprise. A number 
of businessmen and professional account- 
ants have expressed a deep concern over 
this enigmatic and intolerable situation 
which actively threatens the continued 
professional status of the Certified Public 
Accountant, the usefulness of corporate 
financial reports, and ultimately the sta- 


bility and growth of the American econ- 


omy. 


Many authorities refer to the periodic 
accounting research bulletins of the Com- 
mitte on Accounting Procedure of the 
American Institute of Certified Public 
Accountants as statements of accounting 
principles. The purpose of this study is to 
determine whether or not the independent 
auditor is referring to these bulletins when 
he states that, in his opinion, the financial 
statements of a client corporation present 
fairly the corporation’s financial position 
and operating results. It is hoped that the 
results of this investigation will contribute 
to the development of agreement, cer- 
tainty, and reliability in corporate finan- 
cial reporting, an area in which much con- 
troversy, uncertainty, and unreliability 
now exists. 

Seven areas of financial reporting were 
selected for study from the bulletins of the 
Committee on Accounting Procedure: 
Comparative statements 
. Working capital 
. Inventories 
. Contingency reserves 
. Depreciation 
. Net income, retained earnings, and income 
taxes 
. Long-term leases 


Criteria for the evaluation of the degree of 
compliance reflected in annual corporate 
reports were established for each of these 
areas. These criteria were applied to a 
random sample of 765 annual reports of 
American industrial corporations. In in- 
stances of unsatisfactory compliance, the 
independent auditors of the offending com- 
panies were written for justification of the 
divergencies noted. Auditors’ replies were 
evaluated in order to obtain a final deter- 
mination of the degree of compliance. 
From information obtained in this manner, 
it was possible to draw conclusions as to 
the general acceptance and authority of 
the bulletins, the manner of their applica- 
tion and interpretation, and the reasons for 
lack of compliance. 
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TABLE 1 
Frnat EvALvATIONS OF ANNUAL REPORTS FOR 1956 


Kunber of Per Cent 
Satisfactory Unsatisfactor 
Evaluations Compliance Comp ree 
Net Income, Retained Earnings, and Income Taxes......... 255 83.4 16.6 
Contingency 70.0 30.0 
Comparative Statements 255 eae 47.9 
Depreciation and Amortization of Emergency Facilities... .. 49 49.1 50.9 
Total Qualitative Evaluations......................02-00% 1,423 78.2 21.8 


The combined final evaluation results non-compliance. All too often the permis. 
of this study are shown in Table 1. sive word “may” instead of the impera- 

Although a majority of the annual re- tive “must” is used. Second, and most 
ports included in this study reflected a important, the bulletins of the Committee 
satisfactory level of compliance with the on Accounting Procedure lack sufficient 
bulletins of the Committee on Accounting authority. Auditors frequently referred to 
Procedure, the majority is considerably management opposition as a justification 
less than sufficient to permit a reference for the failure to comply with the bulletins. 


to the bulletins, in general, as statements The author recommends that the Ac 
of generally accepted accounting princi- counting Research Bulletins be revised to 
ples. For the determination of something provide clear statements of accounting 
so important as the standards of principles principles with a liberal use of the word 
of accounting and financial reporting, a ‘“‘must’’ and an extensive deletion of such 
more overwhelming endorsement of, or equivocal wording as “ordinarily desir- 
compliance with, these bulletins is desir- able” and ‘‘where practicable.” 
able and necessary. It also is recommended that the author- 
Perfection in this respect is neither ob- ity of the bulletins be established by 
tainable nor desirable, and for this reason securing formal adoption by majority vote 
a 90 per cent level of satisfactory compli- of the membership of the American Insti- 
ance may be considered as characteristic tute of Certified Public Accountants. In 
of generally accepted accounting princi- many instances, the auditor presently is 
ples. It then may be said that the bulletins unable to document his claim that he has 
relating to depreciation and high costs and a professional obligation to require a par- 
inventories are statements of generally ac- ticular accounting procedure or reporting 
cepted accounting principles. The other practice before rendering an unqualified 
bulletins, as indicated in Table 1, enjoy opinion as to the fairness of management's 
varying degrees of acceptance. financial presentations. Through the demo 
Auditors’ replies permitted a conclusion cratic process of formal adoption by vote, 
to be drawn as to the reasons for non- compliance by both management and au- 
compliance. First, the weak language and _ ditors with Institute pronouncements thus 
equivocal wording employed in the bulle- adopted could be anticipated with conf 
tins are responsible, to a large extent, for dence. The alternative to this process of 
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establishing and maintaining the observ- 
ance of generally accepted accounting 
principles may be an accounting court or 
establishment of accounting rules by gov- 
ernmental agencies. 

As a final recommendation, it is sug- 
gested that the American Institute of 
Certified Public Accountants undertake an 
annual evaluation of corporate annual 
reports rather than the annual tabulation 
now made. For this purpose, qualitative 
evaluation criteria such as those used in 
this study would have to be established. 
Independent auditors, knowing that such 
evaluations were to be made, would tend 
to exercise greater care in rendering opin- 
ions as to the fairness of the financial re- 
ports of corporate managements. 


ASTUDY OF THE FORM, CONTENT, 
AND USE OF NOTES TO FINANCIAL 
STATEMENTS IN CORPORATE 

ANNUAL REPORTS 


Tom Guthrie Secoy 
University of Illinois, 1959 


There are many deficiencies in current 
corporate reporting—present-day annual 
reports largely failing to provide all the 
information essential to the full disclosure 
of financial position and results of opera- 
tions. These deficiencies are attributable to 
the lack of a coherent body of standards 
and principles of disclosure governing the 
content and make-up of the annual report. 
Hence, if the annual report is to be made 
an effective instrument of full disclosure, 
a body of such principles and standards 
must be developed and consistently ap- 
plied throughout the entire field of corpo- 
rate reporting. 

The major deficiencies involve the dis- 
closure of essential information in addition 
to the fundamental information in the fi- 
nancial statements proper. This informa- 
tion is disclosed preponderantly in notes to 
financial statements—although it also is 


disclosed in other additional disclosures, 
including supporting schedules, and dis- 
closures in the text of the annual report 
and the audit report. It follows that a co- 
herent body of standards, principles, and 
rules governing the use of notes to finan- 
cial statements must be developed and 
consistently applied if the major deficien- 
cies in corporate reporting are to be elimi- 
nated. 

These standards, principles, and rules 
must be developed from the best practices 
of the day. By eliminating the defects in 
current practice and recognizing and using 
the more effective practices, a basis can 
be provided for the formulation of a body 
of evolving standards, principles, and rules 
which can be given a formal status and 
enforced throughout the entire field of 
corporate reporting. Thus the use of notes 
to financial statements needs to be sub- 
jected to recurrent study in order that the 
most efficacious practices may be known 
and promoted and the deficient practices 
eliminated. 

This original study of notes to financial 
statements is concerned with the form, 
content, and use of notes in current prac- 
tice to serve as a necessary preliminary 
to and basis for further studies which will 
lead to the formulation of a formal body 
of standards and principles of disclosures 
in corporate reporting. 

It is based on a selected sample of 125 
annual reports of industrial and commer- 
cial corporations taken to be representa- 
tive of the reports currently provided to 
the stockholders of publicly-owned cor- 
porations. 

Chapters I, II, and III are concerned 
with the historical background of the an- 
nual report and the development of notes 
as the preponderant means of disclosing 
the essential additional information; an 
examination of the make-up of financial 
statements to provide a basis for defining 
and classifying the types of notes; and an 


is 
9 
3 
| 
0 | 
9 
9 
8 
ermis- 
apera- 
most 
nittee 
cient 
red to 
cation 
letins. 
e Ac 
ed to 
inting | 
word i 
such 
desir- 
ithor- 
d by 
7 vote 
Insti- 
ts. In | 
tly is | 
e has 
ent’s 
lemo- 
vote, | 
1 au- 
thus 
-onfi- 
Ss of 


702 


enumeration of the notes found in the 
sample. 

Chapters IV-VII are devoted to a con- 
sideration of the characteristics of the 
notes—including their location and posi- 
tion; their wording and terminology; their 
length; and various other characteristics. 
In addition, it was necessary to consider 
the use of keying devices and cross refer- 
encing involving the notes. 

Chapters VIII-X are concerned with an 
analysis, classification and enumeration of 
the contents of the notes in terms of their 
subject matter; the types of notes used for 
the various subjects; the relative impor- 
tance of these subjects; and the nature of 
the information involved, primarily in 
terms of its systematic and periodic rela- 
tions to financial position and results of 
operations. 

Certain important relations of the notes 
to the audit report are considered in Chap- 
ter XI. Chapters XII and XIII are de- 
voted, respectively, to an analysis and 
interpretation of the use of the notes, and 
certain conclusions, suggestions and rec- 
ommendations drawn from the study. 

An appendix containing various ex- 
hibits and data is included. 


A CASE ANALYSIS OF EXTERNAL 
ACCOUNTING INFLUENCE OVER 
MANAGERIAL DECISIONS 


Richard Leo Smith 
Harvard University, 1955 


The managements of large corporations 
are continually making business decisions 
in the face of opposing pressures. Account- 
ing report regulations are the newcomers 
among the pressures. One purpose of this 
study was to determine the extent to which 
the opinions of professional accountants 
and others influential in determining ac- 
counting opinion, but who had no direct 
economic interest in company operations, 
were able to alter managerial decisions. It 
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was intended to demonstrate the method 
by which accountants achieved that ingly. 
ence and the reasons they did so in order 
that the managers of business might more 
realistically anticipate the outcome of al. 
ternative courses of action open to their 
discretion. Finally, the social implications 
of the public accountant’s role in business 
was considered. 

A case approach was chosen to examine 
events as they related to one company and 
as they demonstrated the above objec- 
tives. A suitable environment was recog- 
nized when the United States Steel Cor- 
poration changed its reporting procedures 
to conform to a pronouncement of the 


-American Institute of Accountants. The 
. change in depreciation accounting by the 


corporation, the resulting controversy, the 
official decisions formulated by responsible 
groups, the effects of those decisions on the 
policies of United States Steel, and the un- 
derlying reasons for the entire series of 
actions, all of which transpired between 
1947 and 1949, comprised the raw mate- 
rial of the study. Included also was an ap- 
praisal of the effects of external accounting 
reactions on the affairs of the company and 
some observations and evaluations of the 
effect and significance of the entire series 
of events. 

The management of United States Steel 
Corporation and the staff members of the 
American Institute of Accountants through 
interviews and discussions provided the 
essential data. The chief accountant for 
the Securities and Exchange Commission 
and a senior partner of Price, Waterhouse, 
and Company, who was involved in the 
case, made helpful contributions. Govern- 
mental, educational, industrial, and com- 
pany-sponsored publications also were 
used. 

This study demonstrated that external 
accounting opinion did influence manage 
rial decision, and did so under circum- 
stances where management had strong 
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reasons to desire otherwise. Although ac- 
counting traditionally had been an im- 
portant tool for the achievement of busi- 
ness management objectives, it revealed 
that accounting can be and has been used 
in such a way as to constitute an obstacle 
to management. Accounting action re- 
stricted the flexibiltty of business manage- 
ment to react to changing economic con- 
ditions. 

External accounting bodies achieved 
their influence by defining ‘‘generally ac- 
cepted accounting principles,” by policing 
corporate reports to determine the manner 
of their application by private business, 
and by enforcing their proper application 
by means of several “sanctions.” Their 
pronouncements are popularly acceptable 
because they are represented as the de- 
fenders of the ‘‘public interest.’’ The pro- 
fession relied on the Securities and Ex- 
change Commission to support and enforce 
its rulings. The government agency effec- 
tively insisted that the accounting body 
prescribe rules which would further the 
regulatory agency’s objectives. More im- 
portant to business than the individual 
attitudes and influences of the various ex- 
ternal accounting organizations was the 
impact of the combined influence of all. 

Society at large was involved with the 
accounting role as it assisted in providing 
equitable treatment to the recipients of the 
proceeds of business (wages to employees, 
taxes to the government, dividends to the 
shareholders, and prices to the public). 
Clear judgment about these corporate 
profits by those who exercised authority 
would have played a big role in bettering 
the country’s economic fortunes. 


AN EVALUTION OF THE USEFUL- 

NESS AND LIMITATIONS OF AC- 

COUNTING DATA ADJUSTED FOR 
PRICE LEVEL CHANGES 


Henry M. Steele 
Indiana University, 1958 
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One of the most debated issues in ac- 
counting since World War II has been the 
price level problem. Areas of research and 
numerous articles in the literature have 
dealt primarily with concepts of income 
and its measurement, methodology for ef- 
fecting adjustments, inventory and fixed 
asset accounting, utility regulation, taxa- 
tion, and case studies. Any justification 
for adjusting accounting data for price 
level changes must be based on the useful- 
ness of the adjusted data. If these figures 
are useful, they should not be applied with- 
out full recognition of their inherent limi- 
tations. The purpose of this dissertation is 
to evaluate the usefulness and limitations 
of these data from the viewpoint of man- 
agement, investors, government, econo- 
mists, and labor. 

The literature was surveyed to deter- 
mine prior views and current thinking on 
the problem. An interview guide was then 
prepared as an aid in determining the 
views and reactions of users and potential 
users of adjusted data, the problems which 
confront them, and the form and type of 
data which would be most valuable for 
their own unique problems. Personal inter- 
views were conducted among corporation 
executives, investment analysts, econo- 
mists, and labor representatives. 

Except for the effects from price level 
fluctuations, the limitations of conven- 
tional accounting data apply also to ad- 
justed data. Price level adjustments do not 
make allowance for changes in technology, 
which is one of the most pronounced limi- 
tations of uniform dollar figures. Adjust- 
ments are based on index numbers, which, 
being sample averages, may contain all the 
inaccuracies of any statistical estimate. 
Data adjusted for price level changes re- 
flect neither replacement costs nor phys- 
ical volume changes in sales unless, by 
chance, costs and sales prices respectively 
have changed by the same relative amount 
as the index used for adjustments; this is 
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not a defect in adjusted data, but needs 
recognition in their application. Usefulness 
of the data to non-managerial groups 
would be limited by lack of uniformity in 
the methodological techniques. Reconcili- 
ation of statements, applicability, and 
timeliness of adjusted reports were among 
other limitations considered. 

The principal application of adjusted 
figures is to distinguish between real in- 
come and recovery of real capital invest- 
ment. Many of the uses considered are 
closely related to this function. Manage- 
rial applications were viewed primarily in 
terms of price policy, dividend policy and 
stockholder relations, wage negotiations 
and employee relations, capital budgeting, 
and government control and negotiations. 
It was concluded that applications for 
pricing purposes were limited, but that in 
the area of dividend policy and stockholder 
relations there was a great potential use- 
fulness. Use of adjusted data during wage 
negotiations would be restricted largely to 
the higher levels of collective bargaining. 
Capital budgeting and government control 
offer potential applications. Problems of 
investment analysts included analyses of 
comparative statements and financial 
structure, determination of rate of return, 
and the distinction between price fluctua- 
tion profits and management action prof- 
its. Potential usefulness to the government 
involved such areas as taxation, counter- 
cyclical policy, utility regulation, and con- 
tract renegotiations. Problems of the econ- 
omists were quite diverse, including such 
applications as the compilation of national 
income statistics, distributive share analy- 
sis, allocation of resources, and analysis of 
comparative statements. Labor groups 
have not been favorably disposed toward 
price level adjustments, but potential ap- 
lications for their studies of income alloca- 
tion and for wage negotiations were con- 
sidered. Contingent upon improvement 
and standardization of methodological 
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techniques, there is a great potential yge. 
fulness of accounting data adjusted fo 
price level changes. 


AN INQUIRY INTO SOME OF 
THE COST DETERMINATION 
PROBLEMS OF THE FOREST- 
PRODUCTS INDUSTRIES OF 
ARKANSAS 


Nolan E. Williams 
University of Texas, 1957 


This study of cost determination prob- 
lems in the forest-products industries of 
Arkansas begins with an inquiry into cost- 
ing for management and growing of forests 
and continues through logging, lumber 
manufacturing, pulp and paper manufac. 
turing, and furniture manufacturing. Pr- 
mary objectives were (1) to review the 
methods by which cost determination 
problems are actually being met in the 
forest industries; and (2) to suggest al- 
ternative techniques which might produce 
more satisfactory results. Secondary ob- 
jectives were (1) to promote interest in the 
utilization of Arkansas’ greatest natural 
resource; (2) to promote publication and 
exchange of operating data within the in- 
dustries of the forest; and (3) to promote 
the use of sound principles of management 
and control. 

No effort was made to present a com- 
prehensive statement of the basic cost ac- 
counting systems used in the forest indus 
tries in the sense of bookkeeping principles, 
construction of forms, charts of accounts, 
or even mechanics of collection; instead, 
basic managerial problems which involve 
costing techniques peculiar to the forest 
industries were considered. Many deci- 
sions affecting cost are made upon infor- 
mation not reflected in the accounts; there- 
fore, this study was not limited to decisions 
based upon data provided wholly by the 
cost accounting system. 

For each industry considered in this 
study there was included (1) a brief history 
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of the industry and data on its importance; 
(2) a description of basic processes of the 
industry as it is operating in Arkansas; (3) 
areview of the cost-reporting systems used 
by the Arkansas firms included in this 
study; (4) detailed consideration of se- 
lected cost determination problems and al- 
ternate solutions; and (5) a summary 
section. 

Throughout the report of this investiga- 
tion, this central thought continued to pre- 
sent itself: No standardized or model cost- 
reporting system can be developed where 
so much diversity exists. Each system 
must be tailored to fit the individual needs 
of each particular company—there can be 
no substitute for the ingenuity and imagi- 
nation of the cost accountant in the forest- 
products industries. 


THE CONCEPT OF REALIZATION 
AND ITS APPLICATION IN 
ACCOUNTING 
Floyd Wesley Windal 
University of Illinois, 1959 


The term realization has a wide variety 
of meanings. It is used in everyday con- 
versation as well as technically. In account- 
ing, the term has two technical meanings. 
In one sense, it iefers to the conversion of 
assets into cash. This usage is found pri- 
marily when an enterprise is being dis- 
solved and seeks to ‘‘realize its assets” and 
liquidate its liabilities. 

The other meaning is the one which 
gives accountants the most difficulty and 
is the one with which this study is con- 
cerned. Accountants speak of “realizing 
revenue, income, and losses.”” The partic- 
ular meaning they intend to convey in this 
usage, however, is not always clear. Some 
accountants think of realization as mean- 
ing conversion into cash, or into current 
assets, or into any valid asset. Others think 
of it as a timing and screening device for 
the recognition of certain events. There is, 
furthermore, a difference of opinion as to 
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whether or not it is a part of the definition 
of revenue and income. 

The purposes of this study are to deter- 
mine: (1) what concept, if any, underlies 
the term realization in accounting, (2) 
whether that same concept is applied else- 
where in accounting, (3) how that concept 
is made practical, (4) what the concept 
should be, and (5) how the term realization 
should be applied. 

The first step toward these ends is an 
examination of the economic and legal con- 
cepts of realization. This study of the term 
in related fields throws a great deal of light 
on the development and meaning of the 
accounting concept. The next step is a 
thorough examination of the current ac- 
counting usage of the term. Also examined 
are those areas of accounting in which the 
same basic concept, though not the term, 
is applied. Finally, the etymological mean- 
ings of the terms “realize” and “‘realiza- 
tion” are examined. 

The conclusion reached is that a basic 
concept of realization does exist and is ap- 
plied by the accountant in a variety of 
areas, although not always under the title 
of realization. Briefly, this is the concept: 
The accountant will give recognition in the 
accounts to any change in an asset or lia- 
bility that has become sufficiently definite 
and objective to warrant that recognition. 
The concept is thus a timing and screening 
device, aiding the accountant in determin- 
ing when and if a particular change is to 
receive recognition in the accounts. Only 
in connection with the recognition of rev- 
enue, income, and losses, however, does he 
presently use the term realization. 

This concept is made practical through 
the application of certain criteria for real- 
ization, which serve as guides to the ac- 
countant. A separate set of criteria is pres- 
ent for each of the following areas: revenue 
and income, costs and investments, cost 
transfers, expenses, losses, capital contri- 
butions, and capital withdrawals. These 
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criteria provide for meeting two major pre- 
requisites to definiteness and objectivity, 
measurability and permanence. Measur- 
ability refers to the ability to state the 
item quantitatively; permanence refers to 
the possibility of reversal or revocation. 

It is also the conclusion of the study that 
the accountant is justified in this concept 
of realization and in applying it in the way 


that he does. He has drawn on both erp. 
nomics and law for a concept that meets the 
needs of his own particular discipline. 
Although the term realization is noy 
used only in connection with revenue, jp. 


come, and losses, it is recommended that } 


it be applied universally to all areas where 
the basic concept underlying it is used. 
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RESEARCH PROJECTS IN ACCOUNTING 
1958-1959 


SipNEY Davipson 
Chairman, Committee on Research Review 


HE 1958-1959 list of research proj- 

ects completes nine years of com- 

piling these data by the Association.’ 
The comparative annual figures are: 


Master’s Doctor’s 
Year Theses Dissertations 

Completed Completed 
1950-1951 Not available 10 
1951-1952 145 18 
1952-1953 154 28 
1953-1954 147 18 
1954-1955 138 21 
1955-1956 153 23 
1956-1957 127 34 
1957-1958 129 25 
1958-1959 218 30 


A cautionary explanation about reporting 
practices must be included with these fig- 
ures. Although an effort is made to request 


| information about projects from all schools 


known to be carrying on research work in 
accounting, the number of schools report- 
ing varies from year to year. 

The sharp increase this year in the num- 
ber of master’s essays completed reflects a 
considerable expansion in this type of pro- 
gram. The same can not be said of doctoral 
programs. Although the number of doc- 
toral dissertations completed and disserta- 
tions in progress is somewhat greater than 
in most previous years, the growth is not 
so substantial as to create optimism about 
heightened interest in doctoral work in 
accounting or an early end to the shortage 
of accounting faculty with final degrees. 

Abstracts of many of the doctoral disser- 
tations listed herein will appear in subse- 
quent issues of Taz ACCOUNTING REVIEW. 
Copies of doctoral dissertations and mas- 
ter’s theses can sometimes be secured on 
interlibrary loan from the library of the 
school to which they were submitted. 
When copies are not permitted to be with- 
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drawn, University Microfilms, Inc. or li- 
braries can usually supply microfilm re- 
productions at reasonable costs. 

The subject classification used for pre- 
viously published reports on research proj- 
ects is continued in this listing. Each proj- 
ect is listed only under one classification, 
althcugh several projects might well be 
classified under two or more headings. The 
classification shown is in almost all cases 
that suggested by the person in charge of 
the research project. 


LIST OF RESEARCH PROJECTS IN ACCOUNT- 
ING: 1958-1959 


I. THEORY OF ACCOUNTING 
Income Determination 
Price Level Changes 
. Inventory Pricing and Valuation 
. Fixed Asset Valuation and Depreciation 
Intangibles 
Investments 
. Current and Fixed Liabilities 
. Income Distribution 
Capital Stock and Surplus 
. Partnership Problems 
K. Other 
II. History oF ACCOUNTING 
A. Development of Accounting 
B. History of Particular Firms or Indus- 
tries 
III. Reports AND STATEMENTS 
A. Financial Statements—General 
B. Consolidated Statements 
C. Analysis of Statements 
D. Other 
IV. Pusiic AccounTING 
A. Auditing 
B. Profession of Accounting 
C. C.P.A. Examinations 
D. Selection of Personnel 
E. Other 


1 The last list and reference to all previous lists ap- 
ACCOUNTING 


in the October 1959 issue of THE 
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. ACCOUNTING FOR INDUSTRIAL, MERCAN- 

TILE AND FINANCIAL ENTERPRISES 

. Accounting Systems 

. Budgeting 

Cost Accounting—Manufacturing 

. Cost Accounting—Distribution 

. Controllership and Managerial Ac- 

counting 

. Internal Auditing 

. Case and Industry Studies 

. Machine Methods 

. Other 

ACCOUNTING FOR NON-PROFIT ENTER- 

PRISES 

A. Governmental Accounting 

B. Institutional Accounting 

C. Fiduciary Accounting 

LEGAL AND GOVERNMENTAL ASPECTS OF 

ACCOUNTING 

A. Taxation 

B. Regulation 

C. Contracts and Contract Renegotiation 

D. Other 

REORGANIZATION AND LIQUIDATION 

A. Insolvencies and Bankruptcies 

B. Capital Readjustments and Reorgani- 
zations 

. EDUCATION 

X. MISCELLANEOUS 


mam 


— 


VI. 


VII. 


VIII. 


I, THEORY OF ACCOUNTING 
A. INCOME DETERMINATION 
Doctors 


The Implication of Economic Concepts of Income 
and Profit for Accounting, Rudolph W. 
Schattke, University of Illinois, 1959 

Concept of Realization and Its Application in 
Accounting, Floyd W. Windal, University of 
Illinois, 1959 

A Study of the Development of Methods of Meas- 
uring Income, Mohamed El Hawary, University 
of Illinois, (In Progress) 

Direct Costing, Theory and Application, Philip 
E. Fess, University of Illinois, (In Progress) 
Concepts of Income: An Examination and An 
Evaluation, George H. Sorter, Umiversity of 

Chicago, (In progress) 


Masters 


The Development of Concepts Underlying In- 
come by the American Accounting Association, 
John F. Cox, II, University of Pennsylvania, 
1959 

The Accounting Concept of Loss, Morton A. Gib- 

son, University of Pennsylvania, 1959 
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Accounting and Reporting Standards for Cop. 
porate Financial Statements Proposed by the 
American Accounting Association Commite 
on Accounting Concepts and Standards—1957 
—A Critique, Marion C. Letsinger, University 
of Tennessee, 1959 

An Inquiry into Four Theoretical Concepts of the 
Corporate Entity and Their Effect Upon the 
Determination of Net Income, William ¢. 
McMoil, University of Pennsylvania, 1959 

Periodic Incidence of Income Taxes in Finaneig) 
Reporting, John Joseph Williangham, Th 
Pennsylvania State University, 1959 


B. PRICE LEVEL CHANGES 


Doctors 


The Effects of Price Level Changes on Intra. 
Industry Comparison of Income, T. Edward 
Hollander, University of Pittsburgh, 1959 

An Evaluation of the Usefulness and Limitations 
of Accounting Data Adjusted for Price Level, 
Henry M. Steele, Indiana University, 1958 

Constant Dollar Interpretation of the Financial 
Reports of Large Manufacturing Companies, 
1940-1958, Melvin P. Grunloh, O.F.M., Uni- 
versity of Chicago, (In Progress) 


Masters 


Fixed Asset Replacements in Fluctuating Price 
Level Periods, William Cooper, City College of 
New York, 1959 

Financial Statements as Affected by Price Levd 
Changes, Emanuel Eisner, City College of New § 
York, 1959 

The United States Air Force Budget and Chang- 
ing Price Levels, Kenneth J. Herhold, Uni- 
versity of Pennsylvania, 1959 

Current Cost Accounting for Improved Financial 
Reporting, John L. Kemmerer, University of 
Pennsylvania, 1959 

Depreciation and the Price Level, Carl D. Packer, 
University of Pennsylvania, 1959 

The Use of Index Numbers to Help Adjust Price 
Level Changes in Financial Statements, Ber- 
nard Rosen, City College of New York, 1959 


C. INVENTORY PRICING AND VALUATION 


Doctors 


The Effectiveness of Lifo Inventory in the 
Textile Industry, John E. Champion, Uni- 
versity of Michigan, 1959 


Masters 


Current Inventory Practices, Peter Kia-Kuang 
Chang, New York University, 1959 
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The Treatment of Incidental Costs Applicable to 
Raw Materials of Selected Manufacturers, 
George E. Echerd, Southern Methodist Uni- 
versity, 1959 

Business Fluctuation and Accounting Change 

with Special Reference to Cash Discount and 

LIFO, Frederick D. Heiman, New York Uni- 

versity, 1958 

p, FIXED ASSET VALUATION AND DEPRECIATION 

Doctors 


An Analysis of Firms not Adopting Accelerated 
Depreciation for Income Tax Purposes, 
Richard Lindhe, University of Chicago, (In 
Progress) 

Capital Maintenance and Its Implication in 
Income Determination, Ben L. Forbes, Uni- 
versity of Illinois, (In Progress) 

Analysis and Evaluation of Methods of Re- 
stating Fixed Assets and Depreciation Re- 
lating to the Effects of Inflation, Cecilia V. 
Tierney, University of Texas, (In Progress) 

A Critical Investigation of the Allowance for Oil 
Depletion as it Applies to Accounting, Davis 
Dalton, Saw Diego State, 1959 

The Evaluation of Fixed Assets, Robert Carlisle 
Emmans, University of Maryland, 1959 

An Analysis of the Development of the Ac- 
counting Aspects of Depreciation in the Rail- 
road Industry, William C. Herdman, Univer- 
sity of Pennsylvania, 1959 

A Reconciliation of Depreciation Concepts, 
Eugene J. Laughlin, Kansas State University, 
1959 

Depreciation in the Western European Area in 
the Period Subsequent to World War II, Lester 
Miller, New York University, 1958 

Accounting for Accumulated Depreciation of 
Plant and Equipment, Charles Oren Rolen, 
Louisiana State University, 1959 


E, INTANGIBLES 
Masters 
The Valuation of Goodwill, Mohamed Nasr 
Hobib El-Hawary, University of Illinois, 1958 


Goodwill: Usage and Valuation, Joseph L. Puccia, 
New York University, 1958 


G, CURRENT AND FIXED LIABILITIES 
Doctors 
Estimated Liabilities for Warranties and Guaran- 
ties, William Ross Heck, Louisiana State Uni- 
versity, (In Progress) 
The Nature of Liabilities, Cecil E. Worrells, 
University of Illinois, (In Progress) 


Research Projects in Accounting 


H. INCOME DISTRIBUTION 
Masters 


An Analysis and Presentation of the Earned 
Surplus Account in the Financial Statements, 
Benjamin J. Shapiro, University of Pennsyl- 
vania, 1959 


I. CAPITAL STOCK AND SURPLUS 
Doctors 


Accounting for Paid-in Surplus, Clarence Avery, 
University af Illinois, 1959 

Varying Concepts of Accounting for Ownership 
Equity in Corporations, Harry Raymond 
Buttimer, Stanford University, 1959 

Theory and Measurement of Stock Value, Arthur 
J. Boness, Jr., University of Chicage, (In Prog- 
ress) 

The Theory and Practice of Corporate Capital 
Presentation (A Comparative Analysis), 
Donald Mills, University of Alabama, (In 
Progress) 

Accounting for Corporate Capital, Robert G. 
Taylor, University of Chicago, (In Progress) 


Masters 


A Study of Accounting Procedures for the 
Issuance of Capital Stock in Pakistan, Uddin 
Zaheer, University of Pennsylvania, 1959 


K. OTHER 
Doctors 


A Reevaluation of Accounting Concepts to Meet 
the Requirements of a Dynamic Economic 
Environment, Frederic Augustin Brett, Uni- 
versity of Alabama, 1958 

Decisions under Uncertainty: Drilling Decisions 
by Independent Oil and Gas Operators, 
Charles J. Grayson, Jr., Harvard University, 
1959 

Interdisciplinary Aspects of Accounting Theory, 
James W. Giese, University of Illinois, (In 
Progress) 

The Relevance of General Accounting Standards 
to Managerial Problems, George Ival Prater, 
Stanford University, (In Progress) 

Mathematical M of Accounting Theo 
Thomas Williams, University of Tinois, the 
Progress) 

The Concept of Full Disclosure in Current Ac- 
counting Practice, Delbert Eugene William- 
son, Stanford University, (In Progress) 


Masters 


Factoring Accounts Receivable, Herbert E. 
Bonesteel, Los Angeles State College, 1959 
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Current Problems in Accounting for Research 
and Development Costs, John Alfred Brew, 
New York University, 1959 

An Examination of the Problem of Modifying 
Accounting Data for National Income Pur- 
poses, Nicholas Dopuch, University of Illinois, 
1959 

Accounting Effects of the Guaranteed Annual 
Wage, Joseph Anthony Levonas, New York 
University, 1959 

Trade Union Criticisms of Accounting Proce- 
dures, John J. Vecchi, University of Pennsyl- 
vania, 1959 


Faculty Research 


Accounting Problems Under the Entity Con- 
cept, David H. Li, University of Southern 
California 


It. HISTORY OF ACCOUNTING 
A, DEVELOPMENT OF ACCOUNTING 
Masters 


Twenty Years of LIFO, John Thomas Keller, 
New York University, 1959 

Changes in the Valuation Concept in Accounting, 
Robert K. Seley, New York University, 1958 

History and Present Trends in the Treatment of 
Prepaid Expenses and Deferred Charges, 
John D. Shea, Jr., New York University, 1959 


B. HISTORY OF PARTICULAR FIRMS OR INDUSTRIES 


Doctors 


George S. Olive Co.: A History of a Regional 
Public Accounting Firm, Robert M. Jennings, 
Indiana University, 1959 


Ill. REPORTS AND STATEMENTS 
A. FINANCIAL STATEMENTS—GENERAL 
Doctors 


Study of the Form, Content and Use of Notes to 
Financial Statements in Annual Reports, 
Thomas Secoy, University of Illinois, 1959 

A Study of the Influence of the SEC on the De- 
velopment of Accounting, Charlton G. Schoef- 
fler, University of Illinois, (In Progress) 


Masters 


Internal Control and Financial Statements. 
George Cassimatis, New York University, 1959 
A Comparison of the Annual University of Cali- 
fornia Reports: 1935, 1938, 1956, Justin K. 
Dyche, University of California (Berkeley), 1959 
Events Subsequent to the Date of the Financial 


Statements, Elihu Hill, New York University 
1958 

A Restatement of AICPA Research Bulletins ang 
SEC Rules and a Study of the Extent to Whig 
They Have Been Followed in Published Ap. 
nual Reports, Paul R. McDowell, U naversity of 
Pennsylvania, 1959 

The Influence of Financial Statements in (Cg. 
lective Bargaining, W. Don McFerrin, Louis). 
ana State University, 1959 

A Survey of the Effects of a Longer Than One 


Year Operating Cycle Upon Balance Sheet f 
Classifications, Marilynn G. Winborne, Souh. 


ern Methodist University, 1959 


B. CONSOLIDATED STATEMENTS 
Masters 


A Critical Analysis of Consolidated Statements, 
Roger W. Dunning, Kansas State University, 
1959 

Consolidated Financial Statements: Theory and 
Utility, James Wilson Pattillo, Texas Techno 
logical College, 1959 


C. ANALYSIS OF STATEMENTS 
Doctors 


Analysis of Financial Statements—A Critical 
View, George J. Benston, University of Chi- 
cago, (In Progress) 

The Accounting Standards and Practices of 
Several Foreign Countries and Their Implica- 
tions for Financial Analysis in the U-S., Ger- 
hard Gottlob Mueller, University of California 
(Berkeley), (In Progress) 

The Implications of Empirical Distributions of 
Financial Ratios, James O. Horrigan, Uni- 
versity of Chicago, (In Progress) 


Masters 


The C.P.A.’s Function in the Analysis of Finan- 
cial Statements, Sash A. Spencer, University 
of Pennsylvania, 1959 


D. OTHER 
Doctors 


Supplementary Data in the Accounting Report, 
Nicholas Dopuch, University of Illinois, (In 
Progress) 

Theory of Index Numbers and its Application to 
Accounting Data, Aly Shady, University of 
Illinois, (In Progress) 


Masters 
Extent and Appropriate Use of Market Valu- 
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ations in Accounting Reports, Seiichiro Ka- 
wakami, University of Illinois, 1959 

A Study of Long-Term Leases as a Method of 
Financing and Their Effects on Financial 
Statements, Harold Lacoff, City College of New 
York, 1959 

Flow of Funds in the General Motors Corpora- 
tion, 1953-1957, Stephen Rosenberg, Univer- 
sity of Pennsylvania, 1959 

The Working Capital Statement in a Going Con- 
cern, Lowell M. Sowers, Jr., University of 
Pennsylvania, 1959 


IV. PUBLIC ACCOUNTING 
A. AUDITING 
Doctors 


The Effect of Electronic Data Processing on 
Audit Conditions, Felix Kaufman, University 
of Chicago, (In Progress) 

A History of Auditing in the United States— 
1914 to 1957, Allan T. Steele, University of 
Texas, (In Progress) 


Masters 


Electronic Data Processing and Its Effect upon 
the Public Accountant’s Audit, Kenneth G. 
Bash, University of Pennsylvania, 1959 

A Comparative Analysis of the Responsibilities 
and Functions of Independent and Internal 
Auditors, John McLain Bennett, New York 
University, 1959 

Inventory Confirmation—Extent of Observa- 
tion, Acceptable Limitations, Hillel Dryspiel, 
City College of New York, 1959 

Techniques of Auditing the Clientele of Com- 
mercial Finance Companies, Philip Goldfarb, 
New York University, 1959 

Electronic Data Processing and the Auditor, 
Richard Gosa, Drexel Institute of Technology, 
1959 

Temefam: A New Sampling System Developed 
Especially for Auditing, Lawrence P. Maher, 
University of Texas, 1959 

Basic Notions of Statistical Sampling and Its 
Application to Auditing, Peter Albert Noll 
New York University, 1959 

The Technique of Statistical Sampling in Audit- 
ing John Anthony Sichenze, New York Uni- 
versity, 1959 

Auditing Procedures and Problems in the De- 
termination of N.Y. City Sales Tax Liability 
of (a) Drug Stores, (b) Resaturants, Bar and 
Grills, and Caterers, Zita Spiss, City College of 
New York, 1959 


An Empirical Study of the Securities and Ex- 
change Commission Concept of Full Disclosure, 
Thomas Howard Williams, University of Illi- 
nois, 1959 


Faculty Research 


Scientific Sampling Applied to Audit Testing of 
Inventories, Russell Taussig, Golden Gate Col- 
ege 


B. PROFESSION OF ACCOUNTING 
Doctors 


The Status of the Accounting Profession in the 
South, Paul W. Burnam, University of Ala- 
bama, 1959 

Operations Research and Its Possible Influence 
on Accountancy, Charles F. Nagy, University 
of Alabama, 1959 

The Function of the Accounting Firm in Indi- 
vidual Professional Development, Hershel 
Anderson, University of Illinois, (In Progress) 

An Inquiry into The Facts Concerning CPA- 
Banker Relations Existing in Texas, Dan D. 
Davis, University of Alabama, (In Progress) 


Masters 


The Role Assigned to Members of CPA Firms in 
the Installation of Electronic Data Processing 
Systems, Joseph M. Buckheit, University of 
Pennsylvania, 1959 

The Rights and Limitations of Certified Public 
Accountants in Tax Practice, Richard Lee 
Davison, University of Illinois, 1959 

Critical Analysis of Steps Taken by the Public 
Accounting Profession to Cope with Its Mem- 
bers Legal Responsibility, Betty Cox DeVerter, 
University of Texas, 1959 

The Accountant as an Expert Witness at Jury 
Trials, Richard G. Dytman, University of 
Pennsylvania, 1959 

A Study of the Importance of Independence to 
the Certified Public Accountant, Irwin Ronald 
Ettinger, Michigan State University, 1959 

Advertising and Professional Accounting Stand- 
ards, Edward J. Le Mieux, New York Uni- 
versity, 1958 

An Analysis of Divergent Views on the Concept 
of Independence of Public Accountants, 
Lawrence T. Makishima, University of Penn- 
sylvania, 1959 

Auditors’ Independence and the Small C.P.A. 
Practice, George Clarence Mead, University 
of Illinois, 1959 

Historical Development of the Public Account- 
ant’s Legal Relationship with His Client, 


Techno- 

Critical 
of Chi- 
tices of > 
moplica- 
5., Ger- 
Lifornis 
‘ions of 
1, Uni- 
Finan- 
iver sity 
Report, 
is, (Tn 
ition to 
rsily of 


712 


George Plaganes, New York University, 1959 

The Place of the CPA in the Field of Manage- 
ment Services, Sterling H. Richter, University 
of Pennsylvania, 1959 

An Accountant’s Responsibility in Preparing Tax 
Returns, Richard V. Rikert, University of 
Pennsylvania, 1959 

The Development of Management Services by 
CPA’s, Perry Sperber, New York University, 
1958 

Accounting Fees, Stanley H. Tepper, New York 
University, 1958 

The Influence of Economic Political and Social 

Factors on Public Accountancy, Jacques E. van 

Severan, University of Pennsylvania, 1959 


Cc. C.P.A. EXAMINATIONS 
Masters 


The Relationship of College Preparation and 
College Grades to Success on the CPA Exami- 
nation, R. Bruce Prouty, Virginia Polytechnic 
Institute, 1959 


D. SELECTION OF PERSONNEL 
Doctors 


The Effectiveness of the AICPA College Test 
Scores and Other Factors as Predictors of 
Success in Accounting, Charles L. Cooper, 
University of Pittsburgh, (In Progress) 


E. OTHER 
Doctors 


An Evaluation of the Management Advisory 
Service Function by CPA’s, James E. Redfield, 
University of Texas, (In Progress) 


Masters 


A Critical Analysis of Commercial Bank Exami- 
nation in the United States, Edward Joseph 
Duffy, III, New York University, 1958 

Proposed Accountancy Legislation for Indonesia, 
Santoso Harsokusumo, New York University, 
1959 

Disclosure of Events Occurring Subsequent to 
the Financial Statements, Melvin M. Pechon, 
Louisiana State University, 1959 

Fees and Cost Controls in the CPA’s Office, 
Gilbert Raff, New York University, 1959 

Embezzlement: Its Methods and Prevention, 
Jack Schwersenz, New York University, 1959 

Management Services in Public Accounting 

Firms, Bruce E. Syring, University of Cali- 

fornia (Berkeley), 1959 


The Accounting Review 


Vv. ACCOUNTING FOR INDUSTRIAL, MER. 
CANTILE AND FINANCIAL ENTERPRISES 


A. ACCOUNTING SYSTEMS 


Doctors 


Principles of Accounting Systems Design, Jams 
B. Bower, University of Texas, 1959 

Accounting Systems and Information Flows, 
C. P. Bonini, Carnegie Institute of Technology, 
(In Progress) 

A Theory of Data Systems for Economic De 
cisions, Paul B. Henderson, Massachusetts 
Institute of Technology, (In Progress) 


Masters 


A Data Processing System for a Small Company, 
Shelden Auerback, Los Angeles State College, 
1959 

Basic Accounting Problems of the Small Job 
Printer, Leslie J. Coker, Jr., New York Un. 
versity, 1959 

Lock Box Ranking for Accounts Receivable, 
Irving M. Donner, New York University, 1959 

Accounting Problems and Policies Peculiar to the 
Book Publishing Industry, Carleton Wayne 
Flick, New York University, 1959 

Accounting for Theatrical Productions, Gerald L, 
Gauvin, New York University, 1959 

Problems in Accounting for Construction Equip- 
ment, Howard Oliver Hampton, New York 
University, 1959 

Reservoir Accounting and Oil Recovery by In- 
jection Methods—Miscible Displacement, Her- § 
bert Henry Hartwig, Southern Methodist Uni- 
versity, 1959 

Basic Accounting System for the Small Hotel and 
Motor Hotel, Charles Kaiser, Jr., New York 
University, 1959 

An Accounting System for College Unions, 
Verlyn D. Richards, Kansas State University, 
1959 

Development of the Standard Accounting System 
for Public Schools, Irving Joshua Shankles, Jr, § 
Southern Methodist University, 1959 

The Application of Electronic Data Processing 
Systems to the Accounting Records and 
Problems of a Commercial Bank, Raymond L 
Stoneham, Texas Technological College, 1959 

Internal Control for the Accounting for Pur 
chases, Samuel Tannenbaum, City College 9 
New York, 1959 


Faculty Research 


The Theory and Computation of Delegation 
Models, A. Charnes and W. W. Cooper, Car 
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negie Institute of Technology and Northwestern 
University 


B. BUDGETING 
Doctors 


An Inquiry Into a Theory of Budgeting, Gordon 
Bitter Davis, Stanford University, 1959 

A Study of Cash Planning in Small Manufactur- 
ing Companies, Joseph C. Schabacker, Umi- 
versity of California (Los Angeles), 1959 

Budget Control and Cost Behavior, Andrew 
Stedry, Carnegie Institute of Technology, 1959 

Operations Research and Budgeting, Marvin 
Griffin, Johns Hopkins University, (In Progress) 


Masters 


A Study of the Operating Budget and Budgeting 
Techniques Employed by the Royal-Globe 
Insurance Group, Lewis Kaskel, New York 
University, 1959 

A Case Study in Budgetary Control of Manufac- 
turing Overhead, Robert A. Schwartz, Uni- 
versity of Pennsylvania, 1959 


Faculty Research 


Mathematical Models for Costing Funds and 
Evaluating Risk, A. Charnes, W. W. Cooper 
and M. H. Miller, Carnegie Institute of Tech- 
nology and Northwestern University 

The Economic Theory of the Cost of Funds and 
the Supply of Capital, F. Modigliani and M. H. 
Miller, Carnegie Institute of Technology and 
Northwestern University 


C. COST ACCOUNTING—MANUFACTURING 
Doctors 


Some Aspects of Overhead Accounting for In- 
come Measurement and Cost Control, William 
Leonard Ferrara, Michigan State University, 
1959 

Data Processing for Manufacturing Firms, J. 
Peter McNerney, Harvard University, 1959 

An Evaluation of Direct Costing, Gerald Oren 
Wentworth, Stanford University, 1959 

Accounting and Statistical Techniques Used to 
Control Costs, Don Theodore Decoster, Uni- 
versity of Texas, (In Progress) 

The Engineering Aspects of Setting Prede- 
termined Costs, Marvin Eugene Gholson, 
University of Texas, (In Progress) 

An Approach to Costing Joint Production Based 
on Mathematical Programming—with Par- 
ticular Reference to Petroleum Refining, Lang- 
ford Wheaton Smith, Stanford University, (In 
Progress) 
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Mathematical Analysis of Costs, Robert Boyce 
Sweeney, University of Texas, (In Progress) 
Allocation of Costs between Crude Oil and Natu- 
ral Gas, Abdul Hady Hassan Taher, University 

of California (Berkeley), (In Progress) 


Masters 


Cost and Profit Control for the Small Manufac- 
turer, Marion Dargan, Jr., University of 
Pennsylvania, 1959 

The Application of Overhead, Curtis W. Dixon, 
New York University, 1958 

Some Problems in Accounting for Natural Gaso- 
line Plants, Wilbur Dallas Dowden, Southern 
Methodist University, 1958 

Direct Costing Concept and Case’ Studies, 
Ephraim D. Dworetsky, City College of New 
York, 1959 

Accounting for the Manufacture of Rugs and 
Carpets Under a Standard Cost System, Peter 
Paul Gallagher, New York University, 1959 

A Critical Analysis of the Treatment of Standard 
Cost Variances in Financial Statements, Javier 
Ignacio Gamboa, University of Pennsylvania, 
1959 

A Job Order Cost Accounting System for a Me- 
dium-Sized Printing Company, John Y. Hamu- 
lak, New York University, 1959 

Accounting for Costs in the Ship Repair Indus- 
try, Harold E. Harris, New York University, 
1959 

Responsibility Accounting—Improves Standard 
Cost Variance Reporting, Thomas R. Harris, 
III, New York University, 1959 

The Accountant’s Part in Wage Negotiations, 
Charles S. Hess, Jr., New York University, 
1959 

Comparative Cost Analysis, David Ramsay Hill, 
New York University, 1958 

An Evaluation of Ideal Cement Company Cost 
Accounting, Chomchai Komarakul, University 

of Utah, 1959 

Some Developments in Cost Accounting in the 
Twentieth Century, Henry J. Koch, New York 
University, 1959 

An Analysis of Direct Costing, Neil A. Littmann, 
New York University, 1959 

Direct Costing, Richard Sheramy, New York 
University, 1959 

Special Problems in Joint and By-Product Ac- 
counting, Murray Wagner, New York Uni- 
versity, 1959 

The Feasibility of Including Motivation as a 
Cost Factor in Establishing Standards for 
Control of Order-Getting Costs, Gary Robert 
West, University of Illinois, 1958 
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D. COST ACCOUNTING—DISTRIBUTION 
Doctors 


The Status of Distribution Cost Analysis in 
American Industry, Martin Mellman, New 
York University, (In Progress) 


Masters 


Distribution Cost Analysis, Joseph Daniel 
Ampnt, Roosevelt University, 1959 

Distribution Cost Analysis—An Approach to 
Better Marketing Plans, David B. Blum, New 
York University, 1959. 

Accounting and Control of Sales Promotion Costs, 
Robert M. Fetzer, Louisiana Siate University, 
1959 

Private Trucking Costs and Records, Charles R. 
Hanning, A. and M. College of Texas, 1959. 

Cost Accounting for Department Stores, Irwin 
Melvin Jarett, Texas Technological College, 1959 

Can Distribution Expenditures be Treated as 
Product Costs Rather than Period Cost? 
Richard H. Kurtz, University of Pennsylvania, 
1959 


Faculty Research 


An Evaluation of Distribution Cost Analysis 
Practice, Michael Schiff, New York University 


E. CONTROLLERSHIP AND MANAGERIAL 
ACCOUNTING 


Doctors 


A Study of the Usefulness of Accounting Costs for 
Product Pricing and Capital Formation De- 
cisions, Morton Backer, University of Piits- 
burgh, 1959. 

The Capital-Expenditure Decision-Making 
Process in Forty-Eight Large Corporations, 
Donald F. Istvan, Indiana University, 1959 

Return on Investment as a Measure of Perform- 
ance: A Study of Its Effect on Division Manage- 
ment, William Rotch, Harvard University, 1959 

Analysis and Evaluation of Methods of Evaluat- 
ing Specific Capital Addition Proposals, Bill 
Bishop, University of Texas, (In Progress) 

A Critical Analysis and Evaluation of the Theory 
and Application of Return on Investment in 
Measuring Managerial Performance, E. J. 
Blakely, University of Texas, (In Progress) 

How Does Management Decide What Accounting 
Data it Needs? Paul R. Cone, University of 
Southern California, (In Progress) 

Reporting on Managements’ Function of Capital 
Expenditure Planning & Control, Albert J. 
Hirsch, University of Illinois, (In Progress) 

Accounting for Spoilage, Samuel Laimon, Uni- 


The Accounting Review 


vers. ty of Chicago, (In Progress) 

Internal Control Practices of Missouri Banks, 
Ralph Skelly, University of Alabama, (iy 
Progress) 

Use of Accounting and Economic Costs in Open. 
tions Research Models, Russell A. Taussig, 
University of California (Berkeley), (In Prog. 
ress) 


Masters 


Accounting Reports to Management, Raymond 
John Baessler, New York University, 1959 
Return on Investment and Its Application to 
Product Lines and Product Pricing, George 
Duncan, University of Pennsylvania, 1959 
Organization of the Controllership Function, 
Robert C. Ernest, Massachusetts Institute of 
Technolagy, 1959 

Improving Management Reports for the Account- 
ing Department, Alan M. Godes, Universityof 
Pennsylvania, 1959 

Graphic Controls for Development and Design 
Engineering, Bernard Paul Gollomp, New York 
University, 1958 

Plan 8 and Equipment Budgeting in Decision. 
Making of Manufacturing Corporations, Jay 
Herman Gordon, New York University, 1959 

Return-on-Capital Budgeting—A Case Study, 
Joseph James Griffin, New York University, 
1959 

The Controller—The Job—The Man, Rima A. 
Gudaitis, New York University, 1959 

Lease Financing:—Some Accounting Finance and 
Tax Considerations, Francis Haynes MckKillid, 
University of Tulsa, 1959 

Accounting Techniques for Control of Non 
Manufacturing Overhead, Robert Reilly, City 
College of New York, 1959 

An Analysis of the Cost Volume Relationship: 
Techniques, Objectives, and Practical Applica- 
tions, Luther Waldo Reynolds, University of 
Texas, 1959 

Inventory Holding Cost, Gerald N. Siegel, Uni- 
versity of California (Berkeley), 1959 

Planning for Procedures Development: The Con- 
troller’s Approach, Samuel James Sublette, Jr. 
University of Pennsylvania, 1959 

Profit Analysis Techniques for Profit Planning [ 
and Control in Small Service Trades, Lawrence 
W. Tuller, University of Pennsylvania, 1959 

Differential Costs as a Basis of Managerial De- 
cisions, John S. Yurasits, New York University, 
1958 


Faculty Research 
A Practical Approach to Management Planning 
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and Control, Edward G. Koch, University of 
California, (Los Angeles) 


Policy, Mary E. Murphy, Los Angeles State 
College 


F. INTERNAL AUDITING 


Doctors 


A Proposed Curriculum in Internal Auditing, 
R. Bruce Prouty, University of Alabama, (In 
Progress) 


Masters 


Internal Control of Branch and Subsidiary Opera- 
tions in the Consumer Finance Industry, 
William Eugene Cole, University of Illinois, 
1959 

The Growth of Internal Auditing and Its Rela- 
tionship to the Public Accountant, Edmund J. 
Schlee, New York University, 1958 


Faculty Research 


Auditing Procedures and Management Control, 
Neil Churchill and W. W. Cooper, Carnegie In- 
stitute of Technology 

Internal Auditing Reporting Practices, Robert H. 
Van Voorhis, Louisiana State University 


G. CASE AND INDUSTRY STUDIES 


Doctors 


Economic, Accounting, and Financial Problems 
in the Expansion of the Natural Gas Industry 
with Special Reference to Transmission, Paul 
C. LaCrone, University of Alabama, 1958 

A Study of the Problems of Cost Determination 
in the Production of Oil, Ivan L. Hall, Univer- 
sity of Arkansas, (In Progress) 

A Study of Current Accounting Systems and 
Practices in Apparel Stores in Selected Cities 
in Arkansas, L. P. Neeley, University of 
Arkansas, (In Progress) 


Masters 


A Study of Hospital Costs, James A. Barton, 
University of California (Berkeley), 1959 

The Implementation and Subsequent Effect Upon 
the Canning Industry of the Mayhew System of 
Uniform Cost Accounting, Robert D. Bolin- 
der, University of California (Berkeley), 1958 

Accounting for an Oil Producer’s Drilling Tools, 
Dwight E. Cacy, University of Tulsa, 1959 

Accounting and the Production of Turkeys, 
Jamie L. Davidson, University of California 
(Berkeley), 1959 

Accounting and Income Tax Problems of Install- 


Research Projects in Accounting 


715 


ment Credit Financing, Stanley Fingerman, 
University of Pennsylvania, 1959 


Cost Amounting as a Control Factor in Soviet ~ Budgeting and Control of Distribution Costs with 


Particular Emphasis on International Opera- 
tions of a Large Electrical Corporation, Wil- 
liam L. Furlong, City College of New York, 1959 

A Field Study of Accounting Practices in Relation 
to Joint Interest Operations in the Petroleum 
Industry, Edward C. Gast, Roosevelt Umiver- 
sity, 1959 

Automobile Dealer’s Standardized Accounting 
Systems and the Application to Inventories 
and Cost of Sales, Edwin J. Gehres, University 
of California (Berkeley), 1959 

Data Processing Through Electronics; a Study 
of the Electronic Computer, Earl Lowell Gor- 
don, Roosevelt University, 1959 

Adequacy of Financial Reports from the View- 
point of the Security Analyst: A Study of the 
Steel Industry, Egon von Kaschnitz, Umniver- 
sity of California (Berkeley), 1959 

Daily Cumulative Operating Statements for 
Management of the Yosemite Park and Curry 
Company, George A. Kirby, University of 
California (Berkeley), 1959 

Allocation of Joint Costs in Selected Industries 
Edward B. Knorr, University of Pennsylvania, 
1959 

A Comparative Study of Accounting Methods in 
Three Creameries, Nancy B. Lawson, Univer- 
sity of California (Berkeley), 1959 

An Investigation and Analysis of the Operations 
of Cooperative Wineries and Their Problems 
in Accounting to Growers, Marlyn D. Len- 
strom, University of California (Berkeley), 1959 

Manufacturing Cost Practices in a Centrifugal 
Casting Foundry, Victor L. Morningstar, 
Temple University, 1S79 

A Criticism of Bank Financial Reporting, Robert 
Emmet Osborne, New York University, 1959 

Cost Accounting for the Printing Industry, 
Arnold Riback, City College of New York, 1959 

Auditing and Reporting Problems in Connection 
with the Examination of an Integrated Petro- 
leum Operator, Edward Francis Ryan, New 
York University, 1959 

An Analysis of Certain Accounting Problems of a 
Commercial Greenhouse, Timothy T. Sand- 
voss, University of Pennsylvania, 1959 

Cost Reduction Management in the Philadelphia 
Metal Working Industry, Joseph F. Schwab, 
Drexel Institute of Technology, 1959 

The Accounting and Auditing Procedures Ap- 
plicable to First Mortgages Held by Savings 
Banks, Walter J. Strohmeyer, Jr., New York 
University, 1958 
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Accounting for Depletion in the Oil Industry, 
Frank Joseph Warren, New York University, 
1959 

A Comparison of Selected Accounting Practices in 
Public Utility Companies, Paul Thomas Wel- 
born, New York Univesity, 1959 

Audit Problems in an Examination of a Stock 
Brokerage Firm, Daniel F. White, New York 
University, 1959 


Research Bureau 


Study- of Pacific Coast Albacore Industry,Dale 
Ferrel, San Diego State College, (In Progress) 
Study of the Small Electronics Industry in South- 
ern California, L. W. Snudden and Lowell 
Dodds, San Diego State College, (In Progress) 


H. MACHINE METHODS 
Doctors 


The Impact of Electronic Computers on Manage- , 


ment Processes: Case Studies in three Leading 
Companies, James B. Foxworth, Columbia 
University, 1959 


Masters 


Punched Card Accounting, Samuel Ananian, New 
York University, 1959 

Analysis of the Feasibility and Selection Factors 
of Machine Accounting Equipment Utilization 
in the Small Business, James H. Curry, Uni- 
versily of Pennsylvania, 1959 

Electronic Data Processing and the Potentials 
for Its Use in a Medium-Sized Textile Mill, 
Marcus Eisendorf, New York University, 1959 

Mechanization in the Accounting Department of 
a Manufacturing Concern, Jack Josephs, City 
College of New York, 1959 

Automatic Computers in Public Utility Account- 
ing, Dale T. Kidd, University of Pennsylvania, 
1959 

Evolution of Electronic Data Processing to Its 
Present Stage of Development, Michael Misku- 
lin, New York University, 1959 

The Application of Photographing Machines to 
Accounting, Arthur Jesse Radin, New York 
University, 1959 

An Analysis of the Concept of Integrated Data 
Processing, Marshal J. Richter, University of 
Pennsylvania, 1959 

Electronic Accounting Equipment and the Chang- 
ing Role and Responsibility of the Accountant, 
Ralph G. Schwab, University of Pennsylvania, 
1959 


Faculty Research 
An Investigation Into the Application of Ac- 


The Accounting Review 


counting Functions in Electro-Mechanical and 
Electronic Data Processing Systems, C. Orville 
Elliott, North Texas State College 

An Heuristic Approach to Portfolio Selection, 
G. P. Clarkson and A. H. Meltzer, Carnegie 
Institute of Technology 


I. OTHER 
Doctors 


Accounting Measurement of Labor Productivity, 
Ted M. Rabun, University of Illinois, (In Prog. 
ress) 

Use of Motivation Costs in Accounting, Mervyn 
Wingfield, University of Illinois, (In Progress) 


Masters 


Problems in Accounting for Merchandise Pre. 
mium Plans, Nancy Ann Desmond, University 
of Illinois, 1959 

Distribution Costs, Budgeting and Analysis— 
The Key to Directing Sales Emphasis, Robert 
J. Dircks, City Callege of New York, 1959 

The Lease as a Device for Acquiring the Services 
of Fixed Assets, Everett B. Heins, Texas Tech- 
nological College, 1959 

Investment Opportunities in Iran and Its Ac 
counting Requirements, Jalil Shoraka, New 
York University, 1959 

Evaluation of Actual Profit Sharing Plans, 
Gerald J. Slutsky, New York University, 1959 

Criteria and Features of Profit-Sharing Plans, 
Morton Snowwhite, New York University, 
1959 

Problems in the Construction of a Profit Sharing 
Formula, Lawrence Zicklin, University of 
Pennsylvania, 1959 


Faculty Research 


Management Accounting in Russia, Paul Kircher, 
University of California (Los Angeles) 

Management Yardsticks for Capital Expenditure 
Decisions, Edward G. Koch, University of Cali- 
fornia (Los Angeles) 


VI. ACCOUNTING FOR NON-PROFIT 
ENTERPRISES 


A. GOVERNMENTAL ACCOUNTING 


Doctors 

Accounting Aspects of Managerial Control in 
Local Governmental Units in the Pittsburgh, 
Pa. Area, P. William Capatch, University of 
Pittsburgh, (In Progress) 

Management Control System for County High- 
way Departments, Emerson C. Erb, Jr. 
Indiana University, (In Progress) 
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Masters 


The Problem of Accounting for Non-Appropri- 
ated Funds in the United States Army, Carl 
D. Bolson, University of Pennsylvania, 1959 

Integrated Installation Accounting for the De- 
partment of Army, Eli Garcia, New York Uni- 
versity, 1958 

Performance Budgeting and Activity Accounting 
in Governmental Units, James William Giese, 
University of Illinois, 1959 

Analysis of the Accounting Employed by the 
MATS Single Management Airlift Services In- 
dustrial Fund with Reference to Costing 
Methods, Nathaniel H. Lebish, University of 
Pennsylvania, 1959 

The Application of Whole-Dollar Accounting to 
the Army Industrial Fund, Alfred R. Otte, 
University of Pennsylvania, 1959 

A Critical Analysis of the Army Stock Fund 
Method of Determining the Cost and Selling 
Prices of Inventory Items, James F. Unger, 
University of Pennsylvania, 1959 


B. INSTITUTIONAL ACCOUNTING 


Doctors 


An Empirical Investigation of the Marginal 
Cost of Hospital Services, Paul J. Feldstein, 
University of Chicago, (In Progress) 


Masters 


Basic Problems of Internal Controls in Hospital 
Accounting, Dominick J. Carbone, New York 
University, 1959 

Basic Principles of College and University Ac- 
counting, Ivan Crnic, New York University, 
1959 

Elementary and Secondary School Accounting 
System, Peter Helebinke, Los Angeles State 
College, 1959 

Basic Accounting Principles for Foundations, 
Lawrence P. Montine, Jr., New York Univer- 
sity, 1959 

Accounting and Financial Reports for a Fund 
Raising Organization, Eugene J. Quigley, 
New York University, 1959 


C. FIDUCIARY ACCOUNTING 


Doctors 


Application of Generally Accepted Accounting 
Theory to Non-Profit Organizations, Bernard 
Coda, University of Illinois, (In Progress) 
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VII. LEGAL AND GOVERNMENTAL ASPECTS 
OF ACCOUNTING 
A. TAXATION 
Doctors 


The Inter-Period Allocation of the Corporate 
Income Tax, Thomas F. Keller, University of 
Michigan, 1959 

Top Management Views on Tax Depreciation 
Allowances, Ray M. Powell, Indiana Univer- 
sity 1959 

The Impact of the Federal Income Tax on Resi- 
dential Real Estate Developers, Donald E. 
Roark, Indiana University, 1958 

Accounting, Economic and Financial Aspects of 
Capital Gain Taxaiion, Harold E. Arnett, 
University of Illinois, (In Progress) 

Federal Tax Implications of Charitable Contri- 
butions, Samuel Frumer, Indiana University, 
(In Progress) 

An Evaluation of the Federal Income Tax with 
Specific Reference to Executive Compensation, 
William H. Hoffman, Jr., University of Texas, 
(In Progress) 

A Study of the Use Being Made of Liberalized 
Depreciation Methods Under the 1954 Revenue 
Code, Leo A. Poland, Indiana University, (In 
Progress) 


Masters 


Tax Considerations of Sale-Leaseback Trans- 
actions in Real Estate, David I. Bavar, Uni- 
versity of Pennsylvania, 1959 

Tax Aspects of Oiland Gas Production Payments, 
William G. Beckam, University of Texas, 1959 

Accounting and Tax Problems Relative to Long 
Term Leases, Leah Belfort, City College of 
New York, 1959 

Tax Concessions for Private Foreign Investment, 
Robert L. Cannon, University of Pennsylomia, 
1959 

Income Taxation for a Western Hemisphere 
Trade Corporation, Raymond Catapano, New 
York University, 1958 

The Tax Status of Religious Orders, Rev. Edwin 
H. Convey, S.J., New York University, 1959 

A Comparative Study of the View and Practices 
Relating to the Taxations of “‘Capital Gains” 
in the United States and United Kingdom. 
Robin Crawshaw, Massachusetts Institute of 
Technology, 1959 

The Influence of the Internal Revenue Code Upon 
Accounting Concepts and Practices as Regard 
Fixed Assets and Inventory Cost and Valua- 
tion, 1934-1957, Leo E. Denlea, Jr., University 
of Pennsylvania, 1959 
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Effect of Federal Taxation on Fringe Benefits, 
William Dilorio, City College of New York, 1959 

Federal Income Taxation of Mutual Savings 
Banks, Peter Doherty, New York University, 
1958 

Partnership or Corporation? A General Compari- 
son of the Corporate and the Partnership 
Forms of Operating a Business Under the In- 
ternal Revenue Code of 1954 as Amended by 
the Technical Amendments Act of 1958, 
Richard D. Ehrlich, University of Pennsylvania, 
1959 

The Accounting and Income Tax Problems of 
Deferred Compensation Plans for Executives, 
Bobby Evans, Louisiana State University, 1959 

Stock Redemption Agreements Funded by Life 
Insurance Under Federal Income Tax Laws, 
Saul Finkelstein, City College of New York, 1959 

Major Aspects of Income Tax Accounting for 
Oil Interests of Independent Operators, George 
Randall Gibson, University of Pennsylvania, 
1959 

History and Development of Statutory Deple- 
tion, Louis H. Gilles, Jr., Kansas State Teachers 
College, 1959 

Methods to Minimize the Impact of Federal In- 
come Taxes on Executive Compensation, 
Joseph Anthony Giuffre, Pennsylvania State 
University, 1959 

Financial and Tax Aspects of Non-Qualified 
Deferred Compensation Plans, Wayne K. 
Goettsche, University of Texas, 1959 

The Accounting and Tax Implications of Leasing 
Equipment, Charles Greenberg, City College of 
New York, 1959 

Selected Tax Problems of Livestock Producers, 
Origen J. James, Jr., A and M College of Texas, 
1959 

A Lessee’s Guide to Leasing Industrial Equip- 
ment, Jones Eugene Johnson, A and M College 
of Texas, 1959 

Deductibility and Limitations of Contributions 
to a Profit-Sharing Plan Under the Income Tax 
Law, Frederick I. Kahn, City College of New 
York, 1959 

An Analysis of Some Possible Tax Economies 
Available to Business Managers Under the 
Internal Revenue Code of 1954 and Amend- 
ments Thereto, Gilbert Y. Marchand, Univer- 
sity of Pennsylvania, 1959 

Federal Income Tax Aspects of the Thin Corpora- 
tion, Herman Melzer, New York University, 
1959 

Tax Savings Through Short-Term Trusts, Harry 
A. Peck, Louisiana State University, 1959 

The Valuation of a Closed Corporation for 
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Estate Tax Purpose, Lewis M. Pettinos, Uj. 
versity of Pennsylvania, 1959 

Some Tax Considerations in the Incorporation of 
the Family Agricultural Business, Charly 
Louis Rackley, Texas Technological Coleg, 
1959 

Federal Estate Tax Planning, Frank Ripa, Ne» 
York University, 1959 

Corporate Organization Structures and Their 
Tax Effects Upon Business Income From 
Foreign Sources, Mason L. Ripp, University of 
Pennsylvania, 1959 

Unreasonable Accumulation of Surplus, Albert 
Rosenfeld, City College of New York, 1959 

Election of Federal Income Tax Status by Cer. 
tain Small Business Corporations, Garland R, 
Sandhop, University of Texas, 1959 

Deferred: Compensation Plans as a Means of 
Compensating Corporate Executives in Order 
Not to Lose the Benefits of Said Compensa- 
tion Through the Payment of Federal Income 
Tax, Maxel B. Silverberg, Southern Methodist 
University, 1959 

Elective Forms of Federal Income Taxation for 
Small Businesses, William Stephen Wilson, 
New York University, 1959 


Faculiy Research 


Investors Selling Guide, a Monograph, Henry H. 
Bolz, Fordham University 


B. REGULATION 


Doctors 


Cash Working Capital Requirements in Regu- 
lated Companies, Jack H. Matthews, Indiana 
University, (In Progress) 


Masters 


The SEC and Its Influence on Accounting Theory 
and Practice, Everett B. Nowlen, Florida 
Staie University, 1959 


C. CONTRACTS AND CONTRACT RENEGOTIATION 


Masters 


Department of Defense Cost Principles and 
Their Relation to Commerical Accounting 
Practices, Robert Harlow, University of Mary- 
land, 1959 

Financial Accounting for Long Term Govern- 
ment Contracts, Vincent J. McShane, Drexel 
Institute of Technology, 1959 


D. OTHER 


Doctors 
Accounting Concepts and Standards Underlying 
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Social Regulation of Business, Hussein A. The Development and Use of Visual Aids in Ac- 


Sharaf, University of Illinois, 1959 
IX. EDUCATION 


Doctors 


A Study of the Concept of A Separate School or 
College of Accountancy, Wayne M. Higley, 
University of Illinois, (In Progress) 

A Suggested Long-Range Professional Program 
in Public Accounting at the Graduate Level, 
John B. Ross, University of Alabama, (In 


Progress) 
Masters 


The Value of Freshman Placement Text Scores as 
Predictions of Sucess in First Quarter Account- 
ing at the University of Tennessee, Huey 
Nelson Lunn, University of Tennessee, 1959 

Relationship of College Preparation and College 
Grades to Success on the CPA Examination, 
Robert Bruce Prouty, Virginia Polytechnic 
Institute, 1958 


Faculty Research 


Continuing Education for Business Personnel, 
Horace Brock and C. L. Littlefield, North 
Texas State College 

An International Comparison of Education for 
Business, Mary E. Murphy, Los Angeles State 
College 

Education and Accountancy, Harry Simons, 
University of California (Los Angeles) 


counting Instruction, Wayne P. Tenney, Uni- 
versity of Texas 


X. MISCELLANEOUS 


Doctors 


A Study of the Effectiveness of Contemporary 
Professional Accounting Literature, Pat Kemp, 
University of Illinois, 1959 

Accounting and Financing Features of Selected 
Qualified Deferred Compensation Plans, George 
Watson Fair, Louisiana State University, (In 
Progress) 

Formulation of a Trading Position Policy for a 
Retail Automobile Dealership, Joe R. Fritze- 
meyer, Indiana University, (In Progress) 


Masters 


A Study of Candidate Performance on the Uni- 
form CPA Examinations in Arizona from May, 
1942 to May, 1958, John J. Bauman, Univer- 
sily of Arizona, 1959 

The Characteristics of Small Business Ventures 
in Texas, Francis B. Burdine, A and M College 
of Texas, 1959 

Profit-Sharing Plans—Historical Development 
and Attributes, Richard T. McGlew, New 
York University, 1959 

Employment Trends in the Field of Accounting 
Shown by University of Arizona Graduates, 
Keith Renkin, University of Arizona, 1959 


THE TEACHERS’ CLINIC 


GLEN G. YANKEE 


Epitor’s Note: This section of Tae AccounTING REview is devoted to matters of particular interest to account. 
ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounti 
education, or dealing with techniques of accounting instruction, is invited. Address all correspondence to Glen G, 
Yankee, School of Business Administration, Miami University, Oxford, Ohio. 


CONTENT OF THE ACCOUNTING SYSTEMS COURSE! 


RICHARD S. Woops 
University of Pennsylvania 


Although courses on Accounting Sys- 
tems have been taught in colleges and uni- 
versities for more than fifty years, those 
interested in accounting from the academic 
point of view have never been able to put 
the systems course into proper perspective. 
Even the most cursory examination of col- 
legiate accounting curricula will reveal 
that in many schools, systems has no place 
as far as accounting departments are con- 
cerned. This appears to be a great mistake 
for accounting is a profession, and prospec- 
tive practitioners of the art should be ex- 
posed to as many facets of the profession 
as possible. The accounting system is the 
most mysterious thing in the world to the 
typical graduating senior with a major in 
accounting. If he becomes a private ac- 
countant, the only system he ever sees is 
that of his own corporation or other busi- 
ness entity. How can he be expected, then, 
to pass judgment upon its adequacy as a 
device to provide management with the 
interpretive data it requires? How many 
students know anything of the cost of op- 
erating the accounting department, or the 
savings which constant analysis of the ac- 
counting and related clerical systems can 
make possible? How many prospective cer- 
tified public accountants really know the 
requisites of adequate internal control? 

This presentation commences with the 
premise that systems materials are neces- 
sary to the education of a student majoring 


in accounting, whether at the graduate or 
undergraduate level. It is also considered 
axiomatic that such a course should be 
taught independently of general and cost 
accounting and of auditing. Although sys- 
tems should be discussed in all accounting 
courses to some extent, that approach 
alone will never give the student a feeling 
for systems problems. The threads must be 
brought together in a single syllabus, and 
although a truly ideal course content is 
not, to my knowledge, presently available, 
there is no reason why systems should not 
be a course offered in every program of 
accounting study. 

Basic Considerations. The study of sys 
tems is essentially interdisciplinary. Those 
who teach accounting systems find them- 
selves competing with courses in office 
management, communications, and data 
processing. It is unfortunate that this 
is generally regarded as a competition. 
Teachers of accounting should be cooper- 
ating with other business teachers, for 
there is much to learn from them. Systems 
and accounting are not synonymous— 
there are accounting systems, but there 
are other factory and office systems, usu- 
ally related, but distinct. And it does not 
appear that teaching a little office mam- 
agement or data processing will offend our 


? Based upon a presentation in a round-table session, 
American Accounting Association Convention, Boulder, 
Colorado, August 26, 1959. 
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clleagues in other business fields. The 
duplications merely indicate the many 
ramifications of the discipline, and the ac- 
counting professor must educate himself to 
speak easily of worlds in which debits and 
credits are conspicuous by their absence. 
Another basic consideration relates to 
the level at which systems should be 
taught, undergraduate or graduate. This 
gems to depend upon the nature and ex- 
tent of the accounting program offered at a 
given school. Since both undergraduate 
and graduate students majoring in ac- 
counting have a common objective—pro- 
fessional training—the answer is clearly 
that it should be taught at both levels. 
How it should be taught is the important 
question. One possibility is to teach sys- 
tems by way of theory. I am not aware of 
any systematic attempt to teach a theo- 
retical course, although there have been a 
few attempts to synthesize theoretical 
maxims in the literature. It is clear that 
there is an important research problem in- 
volved, but the sense of this paper is re- 
stricted primarily to methodological and 
empirical approaches to systems teaching. 
A final basic question is who should 
teach the systems course? There are some 
who believe that advanced specialized 
courses, including systems, income taxes, 
and auditing should be taught only by ac- 
counting practitioners. I am not of that 
persuasion. On the other hand, the ad- 
vanced courses, and particularly the course 
in systems do require business research in 
depth. The job of teaching becomes more 
convincing when the teacher is aware of 
the key problems of application in his field. 
This is true in the principles courses but is 
even more important here. It is the au- 
thor’s feeling, however, that familiarity 
with business practice is, for the most part, 
better secured by research than by em- 
ployment. Businessmen are very coopera- 
tive in furnishing information, and the 
Professor, by doing research in business 


systems, becomes conversant with his spe- 
cial area without losing the academic point 
of view. 

Minimum Course Content. There is an 
irreducible minimum of material that must 
be covered in an accounting systems course 
in order to make it effective. This content 
encompasses, first, the fundamental com- 
ponents or elements of accounting systems. 
Many lists of components are available, 
and there is no general agreement on any 
single list, but most people will agree that 
the most fundamental component of an 
accounting system is the end product, ac- 
counting reports for management. There 
is a surprising lack of really worthwhile 
material on this subject; one reason, per- 
haps, is that accounting reports must be 
tailored to the differing requirements of a 
host of dissimilar businesses and indi- 
viduals. There are fundamental require- 
ments, such as the preparation of reports 
of a comparative nature and the ever in- 
creasing need for the application of the so- 
called “‘exception” principle. 

At the other end of the scale are the 
numerous business documents evidencing 
individual business transactions. These 
should be given attention as a single sub- 
ject matter. Documents have a collective 
relationship to systems that demands 
particularized attention. This does not 
preclude the sifting of illustrative doc- 
uments into various assignments on sales, 
purchases, payrolls, and inventories. Com- 
puter specialists have argued that the ad- 
vent of advanced machines for data proc- 
essing opens vistas of the initial recording 
of transactions in invisible form, and that 
this may make our dependence upon doc- 
uments decline. However, certain practical 
considerations are very likely to demand 
the presence of business documents for 
some time to come. Among these are 
the relationships that exist between the 
business enterprise, on the one hand, and 
its customers, creditors, employees, and 
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auditors on the other. (The recent fire in 
the Pentagon, in which some 5,200 reels of 
magnetic tape were destroyed, also pro- 
vides a dramatic example of a possibility 
that tends to keep original document files 
alive.) 

Since accounting reports are in essence 
summaries of the many documents evi- 
dencing transactions, the relationship of 
the one to the other is apparent. However, 
there is no guarantee that the documents 
will be appropriately summarized, and this 
leads to a consideration of two other sys- 
tems components, namely, the structure of 
accounts and internal controls. 

The structure of ledger accounts requires 
consideration as a major topic in account- 
ing systems. This does not mean that ac- 
count design need be stressed; rather there 
must be emphasis on the use of accounts in 
such manner as to facilitate preparation of 
the end product, the management report. 
Other considerations require attention 
also, such as the nature of the business, the 
requirements of regulatory authorities, 
and satisfactory relationships with trade 
associations. We can afford to minimize 
detailed treatment of coding schemes and 
ledger forms, if we can bring home to stu- 
dents the real objective of an account 
scheme—to provide a controllable channel 
of information for business managers. 

Internal control and internal organiza- 
tion are important in order to assure man- 
agement of receiving prompt and adequate 
information and to maintain a trustworthy 
reporting system to implement this objec- 
tive. Internal control is not only the most 
complex component of the accounting 
system, it is by far the most difficult to 
explain to students, since its tangible em- 
bodiment is a set of relationships which can 
best be discussed in general terms. It is 
perhaps for this reason that internal con- 
trol is often treated in connection with 
segments of the over-all accounting sys- 
tem, rather than independently. Perhaps 
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it should be treated as a topical elemey 
first, and then let the ramifications 
observed in small case studies of industrig) 
systems, interspersed throughout th 
course. 

Coverage of the components thus fy 
discussed, together with some consider. 
tion of necessary technical manuals and 
human or personnel problems involved jp 
given situations, is fundamental. A genera. 
tion ago, these would have served as 
basic topical background for systems 
analysis. Unfortunately, modern develop. 
ments have brought the methods and 
devices used for accounting so much into 
consideration for even the smallest busi- 
ness office that accounting teachers can no 
longer ignore them. It is my belief that 
methods and devices are also components 
of accounting systems, that they require 
discussion, and, at the risk of teaching 
“machine accounting,” should be incorpo- 
rated into the course in two <ifferent ways 
Simple methods and devices can be effec- 
tively treated as an independent lesson, 
using machines to illustrate the techniques 


of posting, proving, and distribution. More } 
elaborate methods and devices are periph- } 


eral in the sense that the short course in 
systems is inadequate to give them cover- 


age in depth. If the course is long enough to } 


consider data processing in detail, both 
tabulating and electronic methods can 
effectively be discussed as a distinct major 
section of the course. 

Systems Evaluation. A substantial por- 


tion of the accounting systems course } 


should cover the methodology of the sys 
tems investigation, encompassing the ob- 
taining of facts, their analysis, the resolv- 
ing of systems weaknesses, and systems 
installation. It is at this point that 
accounting teachers come into full contact 
with office management and communica 
tions problems. It is also at this point that 
one is tempted to ask, is it accounting? 
Neither the accounting teacher nor the 
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accounting student finds the flow chart, for 
example, a natural device. The flow chart 
isa technical tool of the working systems 
man, borrowed from the industrial engi- 
neer. Nevertheless, the flow chart is noth- 
ing more or less than a working paper. It 
has been used very successfully by the 
American Institute of Certified Public 
Accountants as a device for the study of 
internal control. In like manner, flow 
charts of varying kinds can be used for 
systems analysis and systems design, as- 
sociated in many instances with phases of 
an investigation only remotely related to 
internal control. 

It is important to emphasize to students 
that systems investigations are undertaken 
for varying reasons, and that procedures 
vary with the purpose of the investigation. 
Studies of clerical efficiency are featured in 
much of the systems literature, particu- 
larly in non-accounting publications. The 
public accountant is frequently concerned 
with investigations associated with in- 
ternal control and account classification, 
for which the usual accounting training 
best qualifies him. A third type of investi- 
gation is the comparative cost study re- 
lated to possible needs for new machines. 
All three types of investigation should be 
identified and distinguished in an account- 
ing systems course. Undue emphasis on 
internal control will weaken the course by 
giving it lack of balance, although, as 
accounting instructors, we cannot afford to 
overlook its continuous influence on the 
system. Equal attention to clerical pro- 
cedures analysis and cost analysis will 
avoid this particular difficulty. 

Teaching Systems Evaluation. The sub- 
ject of systems evaluation is very difficult 
to teach. The conventional method of 
examining the components of major cleri- 
cal systems segments has serious defects. 
These are of two kinds. One defect arises 
from the temptation to describe such seg- 
ments without bringing to the attention of 


the student the points at which systems 
difficulties begin to crop up. If systems 
evaluation is to be taught using the clerical 
systems as examples, the latter should be a 
device for training the student to analyze 
and synthesize, not used merely to compile 
factual information. It is important to 
employ industrial case studies, or indus- 
trial situations at least, to illustrate princi- 
ples. Insofar as possible these situations 
should be ‘‘before and after” presentations 
so that ihe student can see how weaknesses 
are located and remedied. Despite the 
cooperation of many good friends in indus- 
try, teachers will find it far easier to obtain 
details of new systems and methods than 
to secure a complete story on what went 
before. My personal preference for rather 
complete and permanent working papers 
for systems work stems from experience 
with many systems men who discard their 
working papers as soon as the new system 
is in operation, or who do not appear to 
have had any working papers in the first 
place. 

Another and perhaps more serious defect 
of the segment approach to teaching is that 
it tends to obscure the important relation- 
ships of the various clerical procedures to 
each other. Enough has been written on 
integrated systems in recent years so it is 
unnecessary to dramatize this weakness, 
but it should be emphasized that the sales, 
purchase, labor, and production control 
procedures cannot be effectively examined 
for major weaknesses independently of 
each other. 

Solving practical cases or problems is 
another basic technique in teaching ac- 
counting systems. The problem solving 
approach has been a very effective teach- 
ing method in other accounting courses, 
and can be effective here. The character of 
the “‘problems”’ is somewhat different than 
elsewhere due to the types of questions 
posed. One main difficulty with cases is 
that the rigid framework of double-entry 


; 
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bookkeeping, so handy in basic and cost 
accounting, is typically not usable. As a 
result, a single solution to a given problem 
cannot be insisted upon. 

Field trips, guest speakers, and visual 
aids are pleasant but unnecessary auxiliary 
devices for teaching. This is a personal 
evaluation, which holds despite some ex- 
cellent speakers available, and very pleas- 
ant experiences on field trips. The latter 
are usually faulty because examination of a 
system in action requires far more time 
than is available on the tour. If speakers 
and field trips are used, they should be 
used judiciously. In lieu of field trips, stu- 
dents may be assigned to study and evalu- 
ate business systems independently. This 
is feasible if (a) the college or university is 
located in or near a large community, and 
(b) the class is not too large. 

Extended Course Content. In colleges that 
can devote more than two semester credits 
to the accounting systems course, and cer- 
tainly if the course is in excess of three 
semester credits, time should be devoted 
to the subject of data processing. Rapid 
developments in this area have thus far 
precluded reaching definite conclusions as 
to the role of data processing in the cur- 
riculum and the term “data processing” 
requires definition. Although, narrowly 
conceived, courses in data processing are 
focussed upon programming the computer 
at the University Computer Center, a 
broader definition encompasses all clerical 
effort associated with accounting and re- 
lated systems. Because computers and 
tabulating systems are rather complex, 
the phases of data processing associated 
with them are, at the present time, char- 
acteristically treated as separate topics. 
Should they be taught, and if so, should 
they be taught within the framework of the 
accounting systems course? 

In my judgment, the answer is yes. 
There are a number of unresolved prob- 
lems. How much detail about machines 
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should there be? Should there be an gt. 
tempt to teach programming? What rela. 
tionship do machines and programming 
have to systems? The answers are not 
entirely clear, but a few tentative ideas 
may be put forward by way of hypotheses: 

1. The design and evaluation of machine 
accounting systems can and should be 
taught. While the student requires much 
time to become conversant with machines, 
the ultimate objective is to improve his 
ability to analyze and synthesize systems 
problems, and this he should be able to do 
by means of mechanized and electronic, as 
well as manual, procedures. 

2. If the preceding hypothesis is 
granted, it is apparent that the systems 
course must cover two separate but related 
bodies of knowledge. The first deals with 
systems analysis and principles of internal 
control. The second deals with certain key 
machine characteristics. How much en- 
phasis should be placed on each is a fune- 
tion in part of the background of the 
students. As an example, a lecture was 
recently presented most successfully toa 
class of electrical engineers on the subject 
of using the computer as a tool in auditing? 
The lecturer did not dwell upon the char 
acteristics of the computer, because the 
audience was assumed to be conversant 
with that topic. Instead, he spent an hour 
on the problems of internal control—he 
was speaking to a non-accounting audi- 
ence. By giving his listerners a carefully- 
worked out background on the aspects of 
the problem with which they were unfamil- 
iar, he managed to make the subject come 
alive in an alien situation. By reversing the 
emphasis in the accounting systems course 
and giving sufficient attention to the na- 
ture of the machines, we can make systems 
analysis with attention to internal con- 


*By Mr. Kenneth Cademator, of Price, Water 
house, and Co. See also Mr. Cadematori’s arti 
“Auditing Automated Data Processing,” The F 
Accountant, Vol. VIII, No. 4, June, 1959. 
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trols meaningful to students in the case of 
dectronic accounting systems. 

3, From this, it follows that data proc- 
esing per sé is a legitimate topic in the 
accounting systems course. In order to 
teach students about data processing, it is 
necessary to expose them to the capabili- 
ties of electronic digital computers, periph- 
eral tabulating equipment, and the logic of 
systems making use of these machines. It 
must be a very careful exposure, for there 
isa great danger that it can bog down into 
a discussion of mechanics and electrical 
circuitry, and such discussions are not 
really germane. Although tabulating ma- 
chines are programmed, it is unnecessary 
toteach board wiring in order for a student 
to understand their logic and their func- 
tion. On the other hand, some knowledge 
of programming or the nature of programs 
seems to be almost indispensible for an 
understanding of computers. Unfortu- 
nately, materials suitable for accounting 
students are not easy to find. Very general 
treatments have been published but these 
are unsuitable, because the student does 
not really have a grasp of the problem after 
such an exposure, particularly from the 
systems point of view. So-called elemen- 
tary texts of a technical nature have been 
written for the laymen. Even the best of 
these designed for business students is too 
complex for an accounting systems course. 

The Graduate Systems Course. As a final 
word, some consideration should be given 
to courses taught at the graduate level. 
There are many who feel that systems can 
and should be taught only as graduate 
work. In the graduate course, some of the 
more advanced topics discussed previously 
can be given full attention. Interdisci- 
plinary aspects can be fully stressed. Ex- 
tended treatment of data processing is 
possible. A great virtue of teaching a 
graduate course in systems is the oppor- 
tunity it affords for the teacher to use case 
work extensively. Experience at the Uni- 


versity of Pennsylvania shows that exten- 
sive cases are more fully appreciated by the 
graduate student than the undergraduate. 
In recent years, casework in the under- 
graduate course has been reduced, while in 
the graduate course it has been increased. 
Both these moves have been welcomed by 
the respective groups of students involved. 
This is not to say that the case method is 
advocated as the teaching method. Reading 
and study of principles are necessary pre- 
requisites. However, assignment of cases 
for solution outside class and discussion of 
the cases within the class have made for 
interesting sessions. 

Cases have certain limitations. There is 
never one clearly superior solution. This 
requires considerable judgment on the part 
of the instructor in class discussion periods. 
Debate must be limited to some extent to 
major issues. An official solution cannot 
stand in the way of a student’s inspired, 
although unorthodox, alternative. 

In summary, basic issues should be 
explored in casework. Fundamental weak- 
nesses and their remedies, rather than 
minor items, should be stressed. It is diffi- 
cult if not impossible to present or solve a 
broad systems problem affecting a division 
of a company like General Electric in terms 
of the many minor problems that are 
actually met and solved in the practical 
situation. The design of a form, the analy- 
sis of the duties of a single clerk, the track- 
ing of a copy of a shipping notice, and 
similar problems are usually unsuitable for 
requirements in a case, although they may 
have their place in other connections. 

Conclusion. The whole area of systems 
teaching offers provoking challenges that 
can stimulate the accounting student and 
the accounting teacher. That the subject 
matter covered is of importance is reason- 
ably obvious. It is also clear, however, that 
the course content suggested here is not the 
only possibility, and it is freely conceded 
that the empirical approach has limita- 
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tions. Perhaps it can be agreed that the 
objective of the course is to help our stu- 
dents emerge from a rigid framework of 
thinking about accounting. If they can be 
made to accept the premise that profes- 
sional accounting transcends the limits of 
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double entry, that its artistic and interpre. 
tive sides may be the really significant ones, 
a strong case can be made for a course ip 
systems as a part of the accounting cy. 
riculum. 


A NEW LOOK IN ACCOUNTING EDUCATION—THE MANAGERIAL 
APPROACH TO TAX ACCOUNTING 


F. Vircit Boyp 
Northwestern University 


During the past few years there has 
been a growing interest in the training of 
students in the managerial aspects of 
accounting. Many educators have ex- 
pressed the opinion that some emphasis in 
accounting education should be shifted to 
exploring more carefully the need for and 
use of accounting data by business man- 
agement. The needs of non-accounting 
majors, the ever-increasing role of the 
accountant as a business adviser, and the 
desire for a broad approach in business 
education have all been advanced as argu- 
ments in favor of this change in emphasis. 

In 1958 Northwestern University intro- 
duced a new undergraduate accounting 
curriculum which encompasses this phil- 
osophy. One of the new courses in this 
curriculum is a course in taxation which 
emphasizes the role of taxes in business. 
The course is called “Accounting Concepts 
and Methods Underlying Taxation.” It is a 
four-quarter-hour course which is required 
of all accounting majors and is open to all 
students who have completed the basic 
controls course, a one year course which 
integrates the subject areas usually cov- 
ered in the first courses in accounting, 
statistics, and finance. 

The objectives of the tax course are to 
help the student develop: 


1. An awareness of the importance and variety 


of taxes that face the business man; 

2. An ability to locate tax information from 
sources which are ordinarily available to 
the business man; 

3. An ability to recognize that a tax problem 
may exist as a result of past or future events 

Preparation of tax returns is not listed 

among the objectives. This training as well 
as the examination of complex problems 
that face a tax expert are considered in 
subsequent elective courses. In this first 
course emphasis is placed upon the details 
of the various tax laws only to the extent 
necessary to familiarize the student with 
the general nature of the tax and the items 
included or excluded from the tax compu- 
tations. The only tax return the student is 
asked to prepare is a federal income tax 
return for a salaried individual who is 
entitled to the usual types of deductions. 

To meet the objectives of the course it 

was decided that the most effective method 
of exploring the tax implications of busi- 
ness decisions is to face the students with 
business situations which have tax implica- 
tions. Consequently, with the exception of 
the first two sessions, the class discussion 
centers upon cases written specifically to 
present business situations in which tax 
considerations are important. 

In order that the student may have at 

his disposal only the type of information 
usually available to the business man, no 
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standard tax text is used. Instead the 
student is expected to make use of govern- 
ment publications, tax forms with accom- 
panying instructions, and tax services. A 
text in public finance and library refer- 
ences provide background reading. 

The first session of the course is devoted 
exclusively to an examination of the phi- 
losophy of taxation. Typical issues raised 
in this meeting include: How big are taxes? 
Why do we have them? Should we have 
them? What is the real cost to the business 
mau? Should we have a different type of 
tax structure? The primary objective of 
this session is to cause the student to begin 
to think about taxes and about their im- 
portance to him as a future business man. 

The second session of the course is 
devoted to instructing the students in the 
use of the tax services. The students are 
required to answer a series of short tax 
questions by referring to the tax services 
at his disposal in the classroom. The series 
of questions are designed to require the 
student to utilize fully the referencing de- 
vices of the services. 

Beginning with the third session, differ- 
ent types of taxes are examined by means 
of the discussion of various cases. The 
student is expected to examine all aspects 
of the tax which might concern the busi- 
ness man. For example, in a session on em- 
ployment taxes the following issues were 
raised in relation to a particular case: 

1. Where is the total cost of these taxes shown 
on the financial statements? Is the account- 
ing for these taxes consistent with the 
accounting theory relating to the matching 
of income and expense? 

2. Is there any action that the business man 
can take to minimize his employment taxes 
in the future? 

3. Compare the benefits that the president 
and janitor can expect to receive as a result 
of employment taxes. 

4. How do the benefits from employment taxes 
affect the retirement program of the com- 
pany? 

5. What effect do these taxes have upon the 


business world in which this company 
operates? Do they affect the price or supply 
of labor? Do they affect the market for the 
product of this firm? 


In considering this particular case the 
student was referred to Tax Guide for 
Small Business, Your Social Security, and 
A Guide to the Illinois Unemployment Act, 
all of which are Federal or state govern- 
ment publications. In addition, he was 
provided with the tax forms and instruc- 
tions for filing the different types of em- 
ployment taxes and was assigned reading 
in a public finance text. 

It is hoped that this course will serve to 
bridge two gaps that have long existed in 
business education. The first is the lack of 
emphasis in accounting education on 
managerial aspects of taxes. Every teacher 
is familiar with textbooks and courses in 
financial accounting and cost accounting 
which emphasize the administrative or 
managerial approach. On the other hand, 
tax courses which take this point of view 
are much less common. 

A second gap exists between the broad 
and the technical aspects of taxes. Many 
schools offer public finance courses which 
deal with the effect of the income and ex- 
penditures of government upon the econ- 
omy. At the other extreme are the typical 
accounting tax courses in which the prime 
consideration is the preparation of tax 
returns. Usually the first tax accounting 
course is limited to income taxes and gives 
no recognition to the other types of taxes 
encountered by the business man. 

There is no doubt that all the types of 
courses described are desirable in a curric- 
ulum for a professional accounting student. 
However, most of these courses do not 
result in an awareness of the effect of taxes 
upon business decisions. Frequently the 
business man may rely upon his account- 
ant or lawyer to prepare his tax return, 
and rightly or wrongly he may depend 
upon magazines, newspapers, radio, and 
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television to provide him with background 
in public finance. But every day he is faced 
with decisions in which taxes play an im- 
portant role. In making any business 
decisions an awareness of the tax implica- 
tions is mandatory. 

A cue may be taken from business law 
courses. It has long been recognized that 
some knowledge of business law is desir- 
able background for any one entering the 
bus’ness world. Just as business law courses 
are intended to develop an awareness of 
the legal structure in which business is 
conducted, a tax course is needed to de- 
velop an awareness of the tax implica- 
tions of business decisions. 

The question might be raised whether 
an awareness of taxes is adequate, particu- 
larly for those interested in becoming pro- 
fessional accountants. Obviously the ac- 
countant who engages in a tax practice 
must be able to prepare tax returns as well 
as to recognize tax problems. Primarily the 
answer to this question is found in the 
objective of the undergraduate program 
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at Northwestern University. The program 
is directed primarily toward developing 
business administrators rather than spe. 
cialists in particular functional areas, 4 
high degree of specialization is discouraged, 
but elective courses are provided for those 
who wish to pursue work beyond the re. 
quirements of the programs in their major 
fields. The first tax course described here 
is a requirement in the accounting pro- 
gram. Elective courses in taxation are 
available to those who wish more technical 
training. 

The success of this new first course is 
yet to be determined. It was offered for 
the first time during the winter quarter of 
1959. Since it is still an experimental 
course, there are many problems to be 
solved. For example, how much technical 
information must be available for use by 
the student if he is to handle a case situa- 
tion effectively? As the course develops 
and is improved it is felt that a new diree- 
tion will be given to the managerial ap- 
proach to accounting and tax problems. 


KENNETH W. PERRY 
University of Illinois 


According to the American Institute of 
Certified Public Accountants’ Information 
for CPA Candidates,’ one of the most 
common deficiencies of candidates is their 
failure to read the problem. For one who 
eventually hopes to render an opinion 
based upon an interpretation of facts, 
this is most unfortunate. It is this writer’s 
belief that we as teachers must take cor- 
rective action in this respect early in the 
prospective accountant’s academic train- 
ing. The accountancy student must realize 
that reading the problem (getting and 
considering all relevant facts) is basic to 


his entire career, professional as well as 
academic. This is true, of course, because 
the accountant can never objectively give 
an opinion if he has not conscientiously 
considered all the relevant facts. 


Read, Think, Plan 


Students generally approach the solu- 
tion of a problem in basically one of three 
ways: 

1. Intuition—used by students who feel rather 

1 Information for CPA Candidates (New York: 


American Institute of Certified Public Accountants, 
1954), p. 61. 
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than think their way through a problem. 

2, Memory—used by students who attempt 
to relate one situation to another. The 
solution is derived by trying to remember 
previous problems they have worked or 
examples they have seen. 

. Analysis—used by students who R.T.P. 
(read, think, and plan) their way through a 
problem by clearly and logically reducing 
it to its simplest terms. 


w 


Although the first two approaches may 
occasionally result in acceptable solutions, 
they most often produce incomplete and 
illogical ones. While the first method fre- 
quently boils down to a matter of guessing 
or playing hunches, the second frequently 
leads to ‘‘pushing the panic button.” The 
third approach, which is based upon read- 
ing, thinking, and planning one’s way 
through a problem, is to be preferred. 


R.T.P. Techniques 


Althuugh accounting problems cannot 
be approached analytically in the sense 
that one would approach a problem in the 
analysis of a chemical compound, there 
are nevertheless several basic techniques 
that can be recommended as aids for 
arriving at sound solutions. Based upon 
considerable study and observation the 
following techniques are recommended: 

1. Read Objectively. One of the most 
frequent causes of student errors in prob- 
lem solving is the failure to understand 
thoroughly what is included in the prob- 
lem. This often results from: 

a. Preoccupation or lack of concentration 
which impedes the formation of a clear 
picture from the words being read. 

b. Overlooking a relevant point(s) in the 
problem by reading too rapidly or by read- 
ing without comprehending. 

c. Adoption of illogical assumptions by plac- 
ing faulty emphasis on individual problem 
elements. 


2. Don’t Fight the Problem. Frequently, 
even after having read a problem with care 


and comprehension, one may take excep- 
tion to the way it is written and as a con- 


sequence fight the problem. As a result time 
is often wasted by trying to rewrite the 
problem to suit oneself. An attempt of 
this nature is wholly irrelevant. Personal 
exceptions to the way in which a problem 
is stated or data are presented must be 
ignored. In practice the accountant must 
solve problems as he finds them. A student 
of accountancy should do likewise. 

3. Analyze the Problem in Terms of the 
Requirement. Often there is a great tempta- 
tion to begin a solution after reading only 
part of the problem, and as a result both 
time and effort may be wasted. Before 
attempting a solution one must be sure 
that he knows exactly what is asked for. 
As a consequence a problem must be 
analyzed in terms of the requirement. 

Basically there are two questions which 
must be considered and answered when 
analyzing a problem. First, what is re- 
quired and second, what are the relevant 
facts in the situation? 

In some problems the requirement war- 
rants a simple analysis, whereas in other 
problems considerable analysis is required 
in order to determine exactly what is 
wanted. In determining the relevant facts 
in a problem, analyze the data in light of 
what has to be done. An understanding of 
this will reveal the one or more controlling 
facts that are basic to the solution. 

4. Plan the Approach to be Used. After 
analyzing the problem in terms of the 
requirement, one should next plan his 
entire approach to the solution. Too many 
students “jump in” with both feet as soon 
as something in a problem registers on 
their brain, rather than spending a few 
minutes laying out a plan that will carry 
them all the way to a sound conclusion. 

According to Information for CPA Can- 
didates* one of the most common deficien- 
cies of candidates is the selection of an 
inefficient or inappropriate approach to the 


2 Ibid., pp. 65-67. 
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solution of a problem. In planning the 
approach to be used one should: 


a. Use backward planning. 
b. Use outlines where appropriate. 
c. Keep the solution simple. 


Determine the objective, then work 
backward, step by step to the starting 
point. If the problem requires a long 
and/or complex solution, it may be desir- 
able to draw up an outline of the steps 
one plans to follow and the calculations 
and schedules needed to support a com- 
plete solution. Keep the planned solution 
simple, because a simple solution based on 
logical reasoning and sound judgment is 
best understood. 

Conclusions 

A recent Committee on Education of 
the Illinois Society of Certified Public 
Accountants conducted a survey of practi- 
tioners to ascertain their opinions regard- 
ing various phases of accounting education. 
One of the general conclusions of the com- 
mittee, based upon the survey as published 
in a pamphlet entitled The Accounting Pro- 
fession Suggests, was that beginning jun- 
iors do not have the ability to distinguish 
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important facts from unimportant facts, 
to understand the significance of facts, 
and to appreciate the facts necessary to 
establish a conclusion. 

Although this was a generalization, itis, 
nevertheless, a serious indictment of ac. 
counting education. Are we as accounting 
teachers only training students to memo- 
rize and play hunches or are we training 
them to Read, Think, and Plan? If we are 
emphasizing the former rather than the 
latter, we are doing an injustice not only 
to our students but to the accounting pro- 
fession as well. 

In conclusion it should perhaps be re- 
iterated that deficiencies of this nature can 
be remedied by encouraging our students, 
when faced with a problem either as stu- 
dents or in later life, to: 


1. Read the problem objectively. 

2. Not fight the problem. 

3. Analyze the problem in terms of the 
requirement. 

4. Plan the approach to be used. 


* The Accounting Profession Suggests (Chicago: 
Illinois Society of Certified Public Accountants, 1954), 
p. 2. 


TEACHING INCOME TAX CONCEPTS IN THE 
ELEMENTARY ACCOUNTING COURSE 


GLENN D. DowNING 
Southwest Missouri State College 


The value of teaching income tax con- 
cepts in the elementary accounting course 
is recognized by the writers of several lead- 
ing texts designed for the course. College 
catalogue descriptions of the course, how- 
ever, do not generally indicate that one of 
the aims of the course is to teach funda- 
mental income tax concepts. The writer be- 
lieves that there are advantages to be 
gained by insisting that the development 


of income tax concepts are a basic part of 
the course. 

Student reactions to income tax topics 
are favorable. Most students see a value in 
income tax study, and are interested in the 
subject. All teachers of elementary at 
counting know that tax questions are 
asked by students in their classes. The 
questions are varied, and the teacher’s t 
sponse should be varied if the answers are 
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tobe appropriate both for the specific ques- 
tion and his aims in treating income tax 
topics in the course. Questions may be 
handled as follows: 

(1) Class discussion. This method is 
likely to be fruitful when the course ma- 
terials have presented a treatment empha- 
sizing the income tax aspects of the subject 
of the inquiry. 

(2) Answered directly by the teacher. 

(3) Deferred for lack of time—or lack of 
knowledge on the teacher’s part—with 
answers reported at later sessions, or, in 
some cases, reported to the questioner by 
arrangement. 

(4) “Rebounded.” The difference in 
backgrounds of class members is often 
suficiently diverse that a student may be 
knowledgeable in certain tax areas in 
which his fellows raise questions. The 
questioner may be asked to “research” the 
answer. 

Tax information should be available to 
the elementary accounting teaching staff 
both from the instructors of the income 
tax courses and the tax library of the 
school. Some questions should be answered 
from source materials available in the 
classroom. The teacher should demon- 
strate the use of tax sources so that stu- 
dents may become proficient in locating 
answers to some of their tax questions. 
Tax questions should not be avoided. It 
may be that a student’s tax question will 
cause a departure from a tight lecture- 
demonstration schedule, but the answer- 
ing of tax questions, while it may upset the 
time balance of a class period, will 
strengthen the course as a whole. 

Certain accounting methods and con- 
cepts may be taught better by teaching 
both conventional and income tax treat- 
ments. Text writers occasionally make use 
of the device of comparing or contrasting 
the two treatments in order to give their 
exposition greater clarity. Thus, instead of 
taking time,” income tax topics may 
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actually save time when the quality of the 
students’ learning is considered. 

The income tax accounting course may 
benefit by the possibility for greater depth 
provided when fundamental tax concepts 
are developed in the elementary course. 
Most colleges offer only a one semester 
course in income tax accounting. Account- 
ing departments vary in the requirements 
students must meet before enrolling in 
such courses. Elementary accounting is al- 
most universally required, and many 
schools specify that intermediate account- 
ing should be studied before income tax 
accounting is elected. In recent years, 
business departments and colleges of busi- 
ness administration have developed 
courses in income tax for general educa- 
tion. These courses are not taught from 
the accounting standpoint and require no 
prerequisite in that discipline. Strengthen- 
ing the treatment of income tax topics in 
the elementary accounting course should 
wisely keep this development from becom- 
ing a trend. From a “general education” 
standpoint, the elementary accounting 
course should offer much richer rewards to 
students than a general course in income 
tax law. 

High school bookkeeping teachers are 
often considered resource persons for tax 
questions by their fellow teachers. It is well 
known that certification requirements for 
teaching secondary school bookkeeping 
often can be met with the elementary ac- 
counting course (five to eight semester 
hours). The college instructor should 
teach the rudiments of tax research to ele- 
mentary accounting classes which include 
prospective secondary school bookkeeping 
teachers. 


SUMMARY 


Fundamental income tax concepts 
should be taught in the elementary ac- 
counting course. The important reasons 
for this contention are: 
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(1) Students are interested in the sub- 
ject of income tax, and they have a need 
for tax knowledge. 

(2) Some accounting topics are taught 
better through the comparison of income 
tax and conventional accounting treat- 
ment. 

(3) A benefit may accrue to the teaching 
of the income tax accounting courses since 


accounting students will bring a bette 
grounding in tax fundamentals to the 
course. Greater depth of treatment may be 
possible than is presently the case jp 
courses in income tax accounting. 

(4) Students majoring in business edy. 
cation will be better prepared for their 
teaching duties. 


A COURSE IN CONTEMPORARY LITERATURE FOR ACCOUNTANTS 


Rosert H. WATSON 


A desirable addition to any accounting 
curriculum is a course in contemporary 
literature for accountants. This paper shall 
discuss a means whereby that objective 
may be attained. 

One hour a week should be devoted to a 
course which would include a review of 
contemporary articles in accounting or re- 
lated topics, the study of sources of ma- 
terials and of indexes, the assignment of 
readings and the preparation of digests of 
articles read, and the review of significant 
new books as they are published. 

Each student would be required to sub- 
scribe to THE ACCOUNTING REVIEW and 
The Journal of Accountancy. 

The work of the course should perhaps 
be rotated among the various members of 
the accounting faculty. In some instances, 
visiting lecturers should be utilized; for ex- 
ample, when sources and indexes are dis- 
cussed, it may be appropriate to invite the 
college librarian to speak. 

Because the content of the course would 
be new each year, the course would be 
taken in the sophomore year and repeated 
in the junior and senior years by all ac- 


counting majors. Separate criteria could 
be established for the various classes of 
students. More work would be expected of 
seniors than of juniors. For example, a 
senior might be asked to discuss five cur. 
rent articles on direct costing, including a 
bibliography covering publications during 
the preceding four years; a sophomore 
might be asked to prepare a 100—150 word 
digest of three specified articles. 

A uniform objective test, based perhaps 
on the understanding of quotations from 
current accounting literature, could be 
given to the entire group of students, with 
different grading criteria being established 
for sophomores, juniors, and seniors. 

The primary purpose of the course 
would be to induce the student to relate his 
textbook theory to current thinking in ac- 
counting and to develop the habit of keep- 
ing up with current developments, which 
are the source materials for the textbooks 
of the next decade. Although this objective 
may be partially attained by collateral as 
signments in existing courses, a specific 
course in current accounting literature 
should do the job far better. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN AND JOHN H. CHAMBERLAIN 


Institute of Certified Public Accountants and were presented as the second half of 
the C.P.A. examination in accounting practice on May 19, 1960. 
The candidates were required to solve problems 1, 2, 3 and 4 and either problem 5 or 
problem 6. 
The suggested time allowances are as follows: 


Problem 1 25 to 35 minutes 
Problem 2 30 to 50 minutes 
Problem 3 35 to 50 minutes 
Problem 4 55 to 80 minutes 
Problem 5 or 

Problem 6 35 to 55 minutes 


Ts following problems were prepared by the Board of Examiners of the American 


Number 1 


You are the accountant for the White Corporation and receive a telephone call from 
their bookkeeper informing you that the corporation has sold a storage building and 
land. You have submitted a list of annual adjusting entries for this client as of December 
31 each year. The sale of the property took place as of June 30, 1959, and the bookkeeper 
requests that you advise her how to record the transaction. You advise her to open an 
account called ‘‘Sale of property” and credit the account with the proceeds and charge 
same with expenses paid in connection with the sale, if any, and you will complete the 
recording when you make your next audit. 

The escrow statements were as follows: 


SELLER’S STATEMENT 


Balance 1958 taxes to be paid by bank..............0.ecceeeeeeeeeeeees 166.53 
Tax adjustment for 1959: 

Insurance adjustment—credit to seller... 22.50 


$34,022.50 $34,022.50 


BUYER’S STATEMENT 


money second mortgage 
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Note: 
The bank will deduct from the $15,000.00 (first mortgage) the following items: 

$15,000.00 


Property taxes are assessed on December 31 of each year and are payable either in full 
the following September or the first of four quarterly installments is due on that date. 
Included in the accrued tax account are: 


* This represents the estimated tax expense applicable to the first six months of 1959. 


During your subsequent quarterly audit, you find the following facts: 

1. The property was purchased January 1, 1956 at a total cost of $32,000.00, 
$30,000.00 for the building and $2,000.00 for the land. 

2. Depreciation is booked annually @ 24%, and the accumulated provision at Decem- 
ber 31, 1958 is $2,250.00. 

3. The account Sale of Property contains a credit of $21,466.02 (funds received from 
sale) and a debit of $500.00 which is a commission paid to an individual who obtained the 
buyer. 


Required: 


a. Journal entries to complete the recording of the transaction on White Corporation's 
books. 
b. A schedule showing the gain or loss. 


Number 2 


The Trinity Construction Company was organized on January 1, 1959 as a partner- 
ship engaged in the building of school facilities. The books of the company are found to 
reflect only the cash receipts and cash disbursements for the year, but the partners elect 
to report the income on a completed-contract basis with overhead charged to periodic 
income, and have requested that you prepare the financial statements for the calendar 
year 1959. The profits and losses of the partnership are to be divided equally between 
the partners. 

A trial balance taken from the books of the firm at December 31, 1959 follows: 


Debits Credits 
Accrued withholding taxes payable...................... $ 800.00 


$1,002,874.50 $1,002,874.50 
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The following information was obtained from the partners and an examination of the 
records, invoices and contracts: 


Estimated Daring ae 
neurr ings 

Cost per Year 1959 During 

Contract Excluding Year Contracts 
Depreciation 

$200 ,000 $170,000 $171,000 ,000 ,000 

SS eee 280 ,000 240 ,000 210,000 195,000 

Job No. 3 160 ,000 137 , 500 135,000 160,000 160,000 

500 ,000 450,000 225,000 220,000 180,000 

90 ,000 70,000 81,000 75,000 

340 ,000 ,000 45,600 50,000 40,000 

je 95,000 82,000 81,000 95,000 90 ,000 


All jobs are billed on a percentage of completion basis. 

Job Nos. 1, 3 and 7 were completed during the year. All of the remaining jobs are still 
in process and no losses are indicated or anticipated on them. Job No. 4 has a retained 
percentage provision whereby the school district retained 10% of each billing until the 
contract is completed. 

It was found that $600 of the construction costs of Job No. 6 was for materials used for 
an addition to the home of partner A. 

Taxable wages in the amount of $10,000 were paid in the last quarter of 1959 and 
charged as follows: Job No. 2 $4,000, Job No. 4 $4,000 and Job No. 5 $2,000. The wages 
were subject to a total unemployment tax rate of 3% and F.I.C.A. tax rate of 23%. 

The payroll deductions in the 4th quarter were $248.50 on F.I.C.A. taxes and 
$2,500.00 on F.1.T. withholding; $2,048.00 had been deposited with a federal depository 
for these deductions. 

All the equipment was acquired in January, 1959 through a liquidation sale of another 
contractor and is estimated to have a remaining life averaging 5 years. The partners 
dected the straight-line method of depreciation. 


Required : 

A worksheet showing the adjustments to convert cash basis account balances to com- 
pleted-contract basis. Key and explain all adjustments, and prepare supporting sched- 
ules for any major adjustments. 


Number 3 


Thomas Trauma had been engaged, as a sole proprietor, in the manufacture and sale 
of drug products for the past nineteen years. On September 1, 1958 Mr. Trauma organ- 
ied Tommy’s Tranquilizers, Inc., which corporation thereupon acquired all of the 
assets, business and goodwill of Mr. Trauma’s proprietorship in exchange for all of its 
— stock. The corporation made the following entry to record this transaction on its 


Equipment (less accumulated depreciation $40,000). 60,000 
Trade accounts payable and accrued expemses........ $ 90,000 


To record assets, less liabilities, received from Mr. Thomas Trauma in exchange 
for 5,000 shares of $100 par value capital stock. 
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All of the above-listed assets are stated at their bases to the proprietorship except for 
goodwill, for which Mr. Trauma had no cost basis. 

The corporation’s first fiscal year ended June 30, 1959 and as of that date, its pre. 
closing trial balance was as follows: 


Balance due resale of spleen 


Trade accounts payable and accrued expenses. 
Gain on disposition of spleen pill 370 ,000(1) 


$3,260,000 $3,260,000 


1. Sale of spleen pill business: 


On April 7, 1959 the corporation sold all of the goodwill, customer lists, patent rights, 
etc., of its spleen pill business to Buyemup Industries. The spleen pill business had been 
originally developed by Mr. Trauma under basic patents granted in 1939. Gain on the 
transaction was computed as follows: 


Portion of goodwill transferred by Mr. Trauma to corporation allocable to spleen pill business. 130,000 


The balance due from Buyemup is payable on August 7, 1959. 
2. Inventory: 


No entries have been made in the inventory account since the date of incorporation. 
The physical inventory taken on June 30, 1959 totaled $100,000. 


3. Land and building: 


On January 1, 1959 the corporation purchased a one-year-old building at a total cost 
of $400,000, of which amount $100,000 is allocable to cost of the land. No depreciation 
entry has yet been made in the accounts with respect to the building, which had an 
estimated remaining life of 25 years from date of purchase. 


4. Equipment: 


No depreciation on equipment has yet been reflected in the accounts. An analysis of 
the equipment account since date of incorporation follows: 
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Estimated 


Date Item Remaining Life Amount 
9/1/58 Equipment acquired from proprietorship (original cost $100,000).. 6years $ 60,000 
3/1/59 6 years 30,000 

$100,000 
5. Deferred patent expense: 
Following is an analysis of the deferred patent account, as of June 30, 1959: 
Patent No. 145876—Purchased November 1, 1958 from A. H. Bobbie. Patent expires May 1, § 66,000 
Patent No. 269487—Granted to Tommy’s Tranquilizers, Inc., February 1, 1959: 

Legal and other fees relating to securing patent..................0ceeeeeeee $ 7,000 

Labor and expenses re developing 33,800 40,800 
Project No. 1—Patent application filed June 1, 1959 (patent granted August 1, 1959): 

Legal and other fees relating to securing patent.................2.ceeeeeeee $ 6,000 

Labor and expenses re developing 30,000 36,000 
Project No. 2—In development stage: 

$170,000 
You have been asked to prepare the corporation’s U. S. corporation income tax return 
for the period from September 1, 1958 (date of incorporation) to June 30, 1959. The 
company desires to take advantage of every election available to it under the Internal 
Revenue Code in order to pay the lowest possible tax. 
Required : 
a, Compute taxable income for the period. Show details of adjustments necessary to 


arrive at the amount of taxable income, supporting major adjustments with schedules. 
b. Compute the amount of federal income tax due for the period. 


Number 4 


The Vanguard Corporation is primarily a sales organization. The corporation has 
approximately 1,000 stockholders and its stock, which is traded “over-the-counter,” 
sold throughout 1959 at about $7 a share with little fluctuation. 

Below is the corporation’s balance sheet at December 31, 1958: 


Vanguard Corporation 
BALANCE SHEET 
December 31, 1958 


ASSETS 
Current assets 
Inventories—at the lower of cost (first-in, first-out) or estimated realizable market.............. 2,800,000 
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LIABILITIES AND STOCKHOLDERS’ EQUITY 
Current liabilities 


Stockholders’ equity 
Capital stock—authorized 2 ,000 , 000 shares of $1 par value; issued and outstanding 


Information concerning the corporation and its activities during 1959 follows: 


1. Sales for the year were $15,650,000. The gross profit percentage for the year was 
30% of sales. Merchandise purchases and freight-in totaled $10,905,000. It can be 
assumed that depreciation and other expenses do not enter into cost of goods sold. 

2. Administrative, selling and general expenses (including provision for state taxes) 
other than interest, depreciation and provision for doubtful accounts amounted to 
$2,403,250. 

3. The December 31, 1959 accounts receivable were $3,350,000 and the corporation 
maintains an allowance for doubtful accounts equal to 3% of the accounts receivable 
outstanding. During the year $50,000 of 1958 receivables were deemed uncollectible and 
charged off to the allowance account. 

4. The rate of depreciation of fixed assets is 13% per annum and the corporation 
consistently follows the policy of taking one-half year’s depreciation in the year of 
acquisition. The depreciation expense for 1959 was $474,500. 

5. The notes are payable in twenty equal quarterly instalments commencing March 
31, 1959 with interest at 5% per annum also payable quarterly. 

6. Accounts payable and accrued liabilities at December 31, 1959 were $2,221,000. 

7. The balance of the 1958 federal income tax paid in 1959 was in exact agreement 
with the amount accrued on the December 31, 1958 balance sheet. 

8. For purposes of the 1959 estimated tax payments the controller estimated the total 
1959 tax to be $800,000. 

9. During the second month of each quarter of the year 1959 dividends of $.10 a share 
were declared and paid. In addition, in July 1959 a 5% stock dividend was declared and 
paid. 


Required: 


The following statements in good form, supported by well organized and detailed 
computations, at or for the year ended December 31, 1959: 


a. Balance Sheet. 
b. Statement of Earnings. 
c. Statement of Retained Earnings. 


Number 5 


You are engaged in the annual audit of The Sunset Company, a manufacturer of oil 
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ed equipment and parts. At May 31, 1959, end of Company’s fiscal year, the finished 
gods inventory is stated on Company’s books at $860,500. The Company priced the 
inventory at moving average manufacturing cost. In your test of the net realizable value 
of the inventory, you selected representative items totaling $344,235 for comparison 
with net selling prices on the most recent sales invoices (less 15% for selling expenses). 
Included in the test were four parts which have comparable value relationships. 


5/31/59 
Part Per 5/31/59 Inventory Most Recent La est Net 
Number Cost to Selling Price 
Units Unit Price Prediee 
113250 6 $4,425 $4,154 $3,904.41 
113475 2 3,180 
113625 3 7,250 
113830 1 5,435 


On all other items included in your test, except for two items requiring special considera- 
tion, you determined that the inventory was stated in excess of net realizable value by 


$46,938.55. 
In addition, there are two items, not included in the above test, in the May 31, 1959 


inventory, which require special consideration. 


1. One drawworks priced at $55,000. 


This drawworks was manufactured at a cost of $140,000 and was written down to the 
$55,000 amount at the end of the preceding year. The Company expects to sell this draw- 
works for $96,000 and you have examined correspondence which tends to support this. 


2. One slush pump priced at cost of $40,000. 


This is the first pump of this type produced by Company. The Company expects to 
sell this pump for $38,000 less a 25% discount. 


Required : 

Assuming that your test is representative and valid, and taking into account the two 
special items above, compute the amount of write-down necessary to state the May 31, 
1959 inventory at net realizable value. 


Number 6 


Following is the previously computed standard cost of Product X, manufactured by 
the XYZ Manufacturing Company: 


x Manuf 
Prime Cost “ping 


The budget called for the manufacture of 10,000 of Product X at a total cost of 
$395,000 for the period under review. 
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The following variance accounts relating to Product X appear on the books for the 
period: 


Debit Credit 
Material price variance 
Due to a favorable purchase of total requirements of MaterialA...... ................ $19, 500 
Material usage variance 
Labor rate variance 
wage imoremee to direct Workers: 7,500 
Labor productivity variance 
15,000 
Burden variance—fixed overhead 
6,000 
Burden variance—variable overhead 
Due to permanent savings in costs of certain 12,000 
The inventory at the end of the period is as follows: 
200 units Product X in @ 35.00 7,000 
200 units Product X in @ 38.00 7,600 
200 units Product X finished and @ 39.50 7,900 
Required: 


a. A schedule of revised standard cost which will clearly indicate the cumulative 
standard for each successive operation. 
b. A schedule applying the revised standard to the ending inventory. 


Solution to Problem 1 


WHITE CORPORATION 
JOURNAL ENTRIES 
June 30, 1959 
(a) 
Expenses in connection with sale of 535.20 
Receivable from seller on second 12,000.00 
To reverse balance of sale of property account and to record transactions 
arising from sale of land and building. 
Reserve for depreciation—storage building 375.0 
To record depreciation on building sold to June 30, 1959. 
Reserve for depreciation—storage 2,625.00 
Storage building land 2 
Expenses in connection with sale of property 
To close out account arising from sale of property to profit. 


(b) 

Summary of Gain on Sale of Property: 
Less: 


Net book value of property sold: 
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Solution to Problem 2 


TRINITY CONSTRUCTION COMPANY 
ADJUSTMENT OF CASH BASIS ACCOUNTS TO COMPLETED CONTRACT BASIS 
DECEMBER 31, 1959 


Trial Balance Adjustments Adjusted Trial Balance 
Dr. Cr. Dr. Cr. Dr. Cr. 

30,000.00 30,000.00 

Accrued withholding taxes................. $ 800.00 800.00 
Accrued payroll 74.50 475.50 550.00 
Construction income...................... 940,000.00 1,016,000.00 % 76,000.00 

Construction costs........ 885 ,600.00 1) 15,000.00 900,600.00 

Overhead expenses........ 17,400.00 17,400.00 

$1,002,874.50 $1,002,874.50 
Cost of completed 389,580.00 
in progress. ........ 513,000.00 516,895.50 
3,420.00 
(6 475.50 

Retained percentage receivable...................0000eeeees (4 22,000.00 22,000.00 

Income from completed 455,000.00 455,000.00 


$1,099,750.00 $1,099,750.00 


EXPLANATION OF ADJUSTMENTS 
() To record unpaid invoices for construction costs. 
(2) To allocate construction costs to contracts in contracts completed and to A. Capital. 
0 To record depreciation. The allocation is: 57% to contracts in progress and 43% to contracts completed. 


3 To record uncollected billings. 

§ To allocate construction income to completed and uncompleted contracts. 

Nole: The accrued withholding taxes payable would appear to be over-accrued by $98.00 as shown below: 

$2,750.00 


The liability per trial balance is stated at $800.00. No adjustment is made for this apparent over-accrual at this 
time since it is probable that the $98.00 is owing to employees. 

(} To adjust for employer’s share of FICA tax and for Unemployment tax: 


Solution to Problem 3 


TOMMY’S TRANQUILIZERS, INC. 
COMPUTATION OF CORPORATE INCOME SUBJECT TO FEDERAL TAX 
SEPTEMBER 1, 1958 TO JUNE 30, 1959 


(a) 
Less Deductible expenses: 
t of sales: 


dit 
500 
,000.00 300.00 
$550.00 
375.0 
,000.00 
000.00 
535.20 
089.80 
$2,000,000 
,000.00 
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Depreciation: 
On building (4% of $300,000 150% 9,000 
On equipment acquired from proprietorship 
(16%% of $60,000 150% X 10/12)... 12,500 
On pill crusher (20% of $10,000 6/12) 1,000 
On #803 press: 
2,333 
Amortization of organization expense (10/60 of $54,000)....................... 9,000 
Amortization of patent costs: 
Write-off of research and development costs 
104,000 
$1 , 843, 833 
The sale of the spleen pill business resulted in a capital gain of $500,000. However since 
the amount received during the year was less than 30% of the selling price the transac- 
tion will qualify for installment sales treatment and only the cash received, $100,000, 
need be reported as gain in the current year. 
The tax is as follows: 
52% of $156, 167 less $5,500.................. ... §$ 75,707 
259) of $100,000. ............. 25,000 
Solution to Problem 4 
VANGUARD CORPORATION 
“ CALCULATION OF DECEMBER 31, 1959 LEDGER BALANCES 
Balance at 1959 Transactions Balance at 
December 31, December 31, 1959 
1958 Dr. Cr. (Before Closing) 
ASSETS: 
$ 4,386,040 (5) $15,400,000 (10)$ 1,231,250 3,566,040 
(12) 13,878,750 
(13) 700 ,000 
(15) 410,000 
Accounts receivable............... 3,150,000 (1) 15,650,000 (5) 15,400,000 3,350,000 
(6) 50,000 
Allowance for doubtful accounts... . (94,500) (6) 50,000 (7) 56,000 (100, 500) 
2,800,000 (3) 10,905,000 (2) 10,955,000 2,750,000 
Accumulated depreciation......... (1,300,000) (9) 474,500 (1,774,500) 
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ABILITIES AND STOCKHOLDERS EQUITY: 


Notes payable—current........... $ 1,000,000 (10)$ 1,000,000 (ii1)$1 
Accounts payable and accrued 
Federal income taxes payable...... 350,000 (13) 700,000 (14) 
Notes payable—long term......... 4,000,000 (11) 1,000,000 
Capital stock 1,000,000 (16) 
Retained earnings................ 2,300,040 
Dividends declared and paid....... (15) 410,000 
Stock dividend-charged to retained 
INCOME AND EXPENSE: 
Administrative, selling & general expenses........ (4) 2,403,250 
Provision for uncollectible accounts.............. (7) 56,000 
Provision for federal income taxes............... (14) 790,100 


VANGUARD CORPORATION 


CALCULATIONS AND EXPLANATIONS OF 1959 TRANSACTIONS 


(1) To record sales for the year. 

(2) To record cost of sales (70% of $15,650,000) 

(3) To record purchases. 

(4) To record administrative, selling and general expenses. 

(5) To record collections on receivables: 


(6) To record write-offs of uncollectible accounts. 
(7) To adjust provision for uncollectible accounts to 3% of $3,350,000 
(8) To record pur of fixed assets: 


Depreciation in 1959 on 1959 additions: 


(9) To record depreciation expense. 

(10) To record payment of current notes payable and interest expense (see below): 


(1) To reclassify current portion of long-term debt. 

(12) To record payment of accrued liabilities and accounts payable: 
Administrative, selling and general expenses........................205. 
Fixed assets purchased 


,000 ,000 
,905 ,000 
,403 , 250 
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790, 100 
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790 , 100) 
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(13) To record disbursements in payment of federal taxes as follows: 
Payment of amount shown in December 31, 1958 balance sheet $ 350,000 
Payments on account of 1959 estimated tax: 
$ 700,000 


(14) To record provision for 1959 federal taxes. 
(15) To record dividends paid: 


On 1,000,000 shares at $.10 per share in Feb. & May....................... $ 200,000 
On 1,050,000 shares at $.10 per share in Aug. & Nov......................4. 210,000 
$ 410,000 
(16) To record stock dividend: 
50,000 shares at $7.00—charged to retained earnings....................... $ 3 50,000 
VANGUARD CORPORATION 
STATEMENT OF INCOME 
FOR THE YEAR ENDED DECEMBER 31, 1959 
Operating expenses: 
$2,403 , 250 
Other expenses: 
Net income before provision for federal taxes... ... $ 1,530,000 
VANGUARD CORPORATION 
STATEMENT OF RETAINED EARNINGS 
FOR THE YEAR ENDED DECEMBER 31, 1959 
$3 039,90 


Dividends paid: 
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VANGUARD CORPORATION 
BALANCE SHEET 
DECEMBER 31, 1959 


ASSETS: 
Current Assets 
$3,350,000 
Less allowance for doubtful accounts.....................2000- 100,500 3,249,500 
$4,000 , 000 
UABILITIES AND STOCKHOLDERS’ EQUITY: 
Current Liabilities: 
Accounts payable and accrued eee 2,221,000 
Stockholders’ Equity: 
Capital stock-authorized 2,000,000 shares of $1 par value; issued and outstanding 
$11,791,040 
Solution to Problem 5 
THE SUNSET COMPANY 
CALCULATION OF WRITE-DOWN OF FINISHED GOODS INVENTORY 
MAY 31, 1959 
Coleulation of Net Realizable Value of Portion of Sample: 
Book value of certain parts included in sample: 
Part No. Units Unit Price Book Value 
113250 6 $4,425.00 $26,550.00 
113475 2 3,180.00 6,360.00 
113625 3 7,250.00 21,750.00 
113830 1 5,435.00 5,435.00 60,095.00 
Excess of book value over net realizable value of remainder...................0000eceeeeees 46,938.55 
Calculation of Realizable Value of ong Parts: 
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Calculation of Overall Ratio of Net Realizable Value of Sample to Book Value of Sample: 


Net Realisable. Book 
Value Value 
Calculation of Inventory Write-Down: 
Book Ne Amount 
Value Beals of 
Value Write-Down 
Book value of finished goods . $860 , 500 
Less book value of drawworks......................... 55,000 (1) $ 81,600 None 
Remainder—subject to average write-down................. $765,500 (3) 627,710 137,790 
(1) 85% of 96,000.00 
(2) 85% of ($38,000.00 less 25%) 
(3) 82% of $765, 500.00 
Solution to Problem 6 
XYZ MANUFACTURING COMPANY 
CALCULATION OF REVISED STANDARD COST OF PRODUCT 
eas Unit A 
Accumulated 
Material A...... aod oes 00 $10.00 (1) $1.95 ($1.95) $ 8.05 
Material B... 5.00 5.00 5.00 
Material C re 2.00 2.00 2.00 
Cutting. . 8.00 $4.00 12.00 (2) .40 (3) $(.64) (.24) 11.76 
Total through outing. . $26.81 
4.00 2.00 6.00 (2) .20 (3) (.32) (.12) 5.88 
Total yer shaping . $32.69 
2.00 1.00 3.00 (2) .10 (3) (.16) (.06) 2.94 
a through assembling. . $35.63 
1.00 50 1.50 (2) .05 (3) (.08) (.03) 1.41 


(1) Favorable variation of $19,500 divided by 10,000 units 


(2) 5% \abor rate increase 


(3) 16% ($12,000 favorable burden variance divided by <10,000 units X$7.50>) decrease in anticipated variable overhead 


All other variance should be charged to expense of the peri riod 


Application of Revised Standards to Inventory: 


Units Standard 

Material B. . 100 5.00 

Material C...... 100 2.00 
Process: 

200 26.81 

200 32.69 

200 35.63 

Finished 200 37.10 


Value 
805.00 
500.00 
200.00 

5,36 
6,53 
7,12 
7,42 


2.00 
8.00 
6.00 
0.00 
$27,951.00 


A T 
aftern 
| There 
lows: 
Group 
No. } 
No. 
No. 
No. 
No. . 
Te 
Te 
Num 
a. 
4 are ¢ 
| tribu 
Ci 
men 
1 A 
$ B 
=== 
nex 
low 
tior 


775 


EXAMINATION IN THEORY OF ACCOUNTS 


CHartes T. ZLATKOVICH 


counts of the May 1960 Uniform 

CPA Examination was given Friday 
afternoon, May 20, from 1:30 to 5:00 p.m. 
There were two groups of questions as fol- 
lows: 


T= examination in theory of ac- 


Total for GroupI........ 100 150 
Group II (Two required)...... 40 60 
Total for examination..... 140 210 


GROUP I 
(Answer all questions in this group.) 


Number 1 (Estimated time—25 te. 35 min- 
ules) 

a. Stock dividends and stock split-ups 
are common forms of corporate stock dis- 
tributions to stockholders. 

Consider each of the numbered state- 
ments. You are to decide whether it: 


A. Applies to both stock dividends and 
stock split-ups 

B. Applies to neither 

C. Applies to stock split-ups only 

D. Applies to stock dividends only 


(In each instance, the issuing company 
has only one class of stock.) 


Required: 

On the answer sheet provided, print 
next to the number of each statement be- 
low, the single capital letter of the descrip- 
tion which applies to the statement. 
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Statements 


1. There is no change in the total pro- 
prietary investment of the issuing 
corporation. 

2. The individual stockholder’s share 
of net assets is increased. 

3. Subsequent per-share earnings, if 
any, are decreased. 

4, The retained earnings available for 
dividends are increaded. 

5. The par (or stated value) of the 
stock is unchanged. 

6. There is no transfer between re- 
tained earnings and capital stock 
accounts, other than to the extent 
occasioned by legal requirements. 

7. Retained earnings in the amount of 
the distribution are transferred to 
capital stock, in some instances in 
an amount in excess of that required 
by the laws of the state of incorpora- 
tion. 

8. The total number of shares out- 
standing is increased. 

9. The distribution is “‘income’”’ to the 
individual stockholder for federal 
income tax purposes. 

10. The distribution is a multiple as 
contrasted to a fraction of the num- 
ber of shares previously outstanding. 


b. On January 1, 1958, the Janetrude 
Corporation opened a manufacturing and 
selling branch in country X. All current 
transfers of funds are executed at the free 
market rate. 

You are preparing a combined balance 
sheet and a combined earnings statement 
as of December 31, 1959, which is the end 
of the corporate year. Examine each of the 
numbered general ledger accounts of the 
foreign branch. Decide at which currency 
rate each should be converted. 
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Currency Rates 


E. The official rate of currency ex- 
change at the date of payment, ac- 
quisition or entry 

F. The official rate of currency exchange 
at December 31, 1959 

G. The free market rate at the date of 
acquisition, entry, or payment 

H. The free market rate at December 
31, 1959 

I. An average rate of official currency 
exchange for 1959 

J. The average free market rate for 
1959, or for each month of 1959 

K. None of the above. 


Required: 


On the answer sheet provided, print. 


next to the number of each branch ledger 
account listed below the single capital 
letter of the currency rate at which the ac- 
count should be converted in preparing 
combined statements: 


11. Sales. 

12. Remittances from home office. 

13. Accounts receivable—trade. 

14. Office equipment (purchased in the 
United States and paid for in United 
States dollars). 

15. Factory building. 

16. Inventory of finished goods—De- 
cember 31, 1959 (use general rule). 

17. Mortgage payable on factory build- 
ing (due December 31, 1983). 

18. Inventory of finished goods—Janu- 
ary 1, 1959. 

19. Note payable to bank (due January 
31, 1960). 

20. Accumulated depreciation on fac- 
tory building. 


c. You are analyzing the accounts of an 
executor of the estate of a decedent who 
died on January 17, 1960. Your examina- 
tion of the will and other documents re- 
vealed that the decedent’s son had been 
specifically bequeathed the decedent’s 
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only rental property, and bonds of the 
MT Corporation ($100,000 par value, 3%, 
due February 28, 1975); the decedent's 
daughter was the beneficiary of a life ip. 
surance policy (face amount $150,000) on 
which the decedent had paid the pre- 
miums; and his widow had been left the 


- remainder of the estate in trust, with full 


powers of appointment. 

Consider each of the numbered trans. 
actions. You are to decide whether each 
should be: 


L. Allocated between Corpus (Princi- 
pal) and Income 

. Allocated between Corpus (Princi- 
pal) and Beneficiaries 

. Attributed solely to Income 

Attributed solely to Corpus (Princi- 

pal) 

Attributed solely to Beneficiaries 

(or Devisees) 


22 


Required: 


On the answer sheet provided, print 
next to the number of each transaction be- 
low, the single capital letter of the treat- 
ment above which applies to the transac- 
tion. 


Transactions 


21. January 20, 1960: $3,450 was col- 
lected in connection with the redemption 
of AB Corporation bonds, 3%, due Janu- 
ary 15, 1960; par value $3,000. 

22. January 20, 1960: $1,000 was col- 
lected from XY Corporation, on account 
of dividend of $1 per share on common 
stock declared December 1, 1959, payable 
January 15, 1960 to stockholders of record 
January 2, 1960, ex-dividend December 
30, 1959. 

23. January 20, 1960: $3,250.50 was 
paid to Smith & Co., brokers, for the pur- 
chase of income bonds of A.A.R.R., 5%, 
due June 30, 1972; face value $3,000. The 
bonds trade flat. 

24. January 21, 1960: 30 shares of com- 
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mon stock were received from the DQ 
Corporation, constituting receipt of an 
ordinary 3% common stock dividend de- 
dared December 14, 1959, payable Janu- 
ary 20, 1960, to holders of record, January 
{5, 1960, ex-dividend January 10, 1960. 

25. February 1, 1960: $400 quarterly 
interest was paid on a promissory note due 
January 31, 1961. 

26. February 1, 1960: Dr. Mathews, the 
decedent’s physician, was paid $1,000 for 
professional services rendered during the 
deceased’s final illness. The executor 
dected to deduct this amount in the de- 
cedent’s final income tax return. 

27. February 1, 1960: $1,600 was col- 
lected from TC Corporation, on account 
of a cash dividend of $.50 per share on 
common stock, declared January 18, 1960, 
payable January 30, 1960, to holders of 
record January 27, 1960, ex-dividend 
January 23, 1960. 

28. February 1, 1960: $400 rental in- 
come for February was deposited. 

29. February 10, 1960: $500 was paid 
for real estate taxes covering the period 
February 1—Julv 31, 1960. 

30. March 1, 1960: $1,572 was paid on 
account of the decedent’s state income tax 
for 1959. 


Answer 1 
Part a Part b Paric 
1,A 21.0 
2. B 12. K 22. 0 
3. A 13. H 23. O 
4.B 14. K 24. O 
5.D 15.G 2: 
6. C 16. H 26. O 
17. G 27. N 
8 A 18. K 28. P 
9. B 19. H 29. P 
10. C 20. G 30. O 


In connection with items 19 and 29, 
answers of F and M respectively would ap- 
pear to have some merit. 

Since banks are likely to be govern- 
mentally controlled, it is doubtful that 
settlement with the bank could be effected 
at other than rate F (official rate at De- 
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cember 31, 1959). The debtor is, however, 
under no obligation to obtain the foreign 
exchange from banks in order to liquidate 
this debt. The free market would appar- 
ently be available as a source of funds for 
the purpose; hence, H is probably a better 
answer. 

Nothing stated in the problem leads the 
candidate to conclude that the rental 
property refers to anything other than the 
commonly accepted meaning of realty. On 
the other hand, an estate of this size ordi- 
narily could be assumed to include other 
realty (such as a homestead). On this as- 
sumption, answering M to item 29 has 
merit because such realty would benefit 
survivors other than the son. The rental 
property is not specifically identified in the 
problem as realty; it could be personalty. 


Number 2 (Estimated time—15 to 25 min- 
utes) 


The general ledger of Enter-tane, Inc., a 
corporation engaged in the development 
and production of television programs for 
commercial sponsorship, contains the fol- 
lowing accounts before amortization at the 
end of the current year: 


Account Balance (Debit) 
Sealing Wax & Kings.............. $51,000 
36,000 
17,500 
8, 
Studio Rearrangement............. 5,000 


An examination of contracts and records 
revealed the following information: 


1. The first two accounts listed above 
represent the total cost of completed pro- 
grams that were televised during the ac- 
counting period just ended. Under the 
terms of an existing contract Sealing Wax 
and Kings will be re-run during the next 
accounting period, at a fee equal to 50% of 
the fee for the first televising of the pro- 
gram. The contract for the first run pro- 
duced $300,000 of revenue. The contract 
with the sponsor of The Messenger pro- 
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vides that he may, at his option, re-run the 
program during the next season at a fee of 
75% of the fee on the first televising of the 
program. 

2. The balance in The Desperado ac- 
count is the cost of a new program which 
has just been completed and is being con- 
sidered by several companies for com- 
mercial sponsorship. 

3. The balance in the Shin Bone ac- 
count represents the cost of a partially 
completed program for a projected series 
that has been abandoned. 

4. The balance of the Studio Rearrange- 
ment account consists of payments made 
to a firm of engineers which prepared a re- 
port relative to the more efiicient utiliza- 
tion of existing studio space and equip- 
ment. 


Required: 


a. State the general principle (or prin- 
ciples) of accounting that are applicable to 
the first four accounts. 

b. How would you report each of the 
first four accounts in the financial state- 
ments of Enter-tane, Inc.? Explain. 

c. In what way, if at all, does the Studio 
Rearrangement account differ from the 
first four? Explain. 


Answer 2 


a. The fundamental considerations in- 
volve the matching of expired costs with 
revenue and deferment of those costs 
which have future revenue-producing po- 
tential. Initially, the costs of these first 
four items represented assets. Those which 
reasonably can be expected to produce 
future revenue are still assets in proportion 
to their ability to do so. They are akin to 
salable but unsold items of inventory: 
Costs or portions of cost which have al- 
ready produced revenue should be 


matched against the revenue. Cost outlays 
which have not produced revenue and ap- 
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parently have no capacity to do so are no 
longer assets and should be written off. 


b. 


Amount car- Amount 

ried forward chargeable 

Account as asset at —to current 
end of cur- year’s 

rent year operations 

Sealing Wax & Kings. .... $17 ,000 $34,000 
The Messenger........... 0 36,000 

The Desperado........... 17,500 0 


The $34,500 asset balance should be 
presented under the current asset caption 
of the balance sheet; it is analogous to in- 
ventory. The income statement should 
show $70,000 as a virtual cost of goods 
sold; the $8,000 should also be charged to 
operations. 

Since Sealing Wax & Kings has pro- 
duced two-thirds of its total expected 
revenue, this portion of its cost has ex- 
pired. It would be unconservative to defer 
any of the $36,000 cost of The Messenger 
since there is no certainty the sponsor will 
exercise his option to re-run this program. 
The fact that The Desperado is under con- 
sideration for sponsorship by several com- 
panies is sufficient indication it has future 
revenue-producing potential; hence, its 
entire cost is still an asset. Shin Bone is an 
unsalable product; the outlay for it has 
become a lost cost. 

c. Unlike the first four accounts which 
were product costs, the Studio Rearrange- 
ment account balance represents an ex- 
penditure intended to provide future bene- 
fits of a different kind. If the recommenda- 
tions for which the $5,000 was paid are 
acted upon and do produce the expected 
results, future production will be more ef- 
ficient and at lower costs. This expenditure 
should be set up initially as a deferred 
charge and amortized over the periods af- 
fected. Expected useful lives of assets re- 
arranged or the term of the studio lease, 
whichever is shorter, would provide a 
basis for allocation of this charge to opera- 
tions. 
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Number 3 (Estimated time—20 to 30 min- 
wks) 

a. Distinguish between the meanings of 
ajoint product and a by-product 

b, Describe and briefly discuss the ap- 
propriateness of two acceptable methods of 
accounting for the by-product in determi- 
nation of the cost of the joint products. 

c, Assuming proper treatment of the 
by-product costs, describe two acceptable 
methods of allocating to joint products the 
cost of the initial producing department. 


Answer 3 


a. While joint products are not always 
asily distinguishable from by-products 
and while technological or market changes 
may cause what was once a by-product to 
be reclassified as a joint product, certain 
distinguishing criteria fairly generally 
agreed upon include: 

1. From a revenue production stand- 
point, joint products are major sources 
while by-products usually produce nomi- 
nal or incidental revenue. 

2. By-products often split off from the 
original material in process and do not be- 
come part of the major output. On the 
other hand, in the case of joint products, 
none can be designated as the major 
product. 

3. By-products sometimes take the form 
of scrap or waste material having salvage 
value. 

b. Probably the most common account- 
ing treatment of by-products is to subtract 
the revenue produced from their sale from 
the cost of producing the major joint prod- 
ucts. Various detailed ways of arriving at 
the amount subtracted include: (1) Gross 
revenue produced by the by-product may 
be subtracted, (2) By-product revenue 
minus expenses allocable to their disposi- 
tion may be subtracted, (3) Their revenue 
minus the foregoing expenses and minus 
costs assignable to the by-products (as dis- 
tinguished from major products) may be 


subtracted. The latter two are preferable 
to (1), but propriety of using any of these 
methods depends on whether it is possible 
or expedient to measure and allocate the 
costs and expenses. 

Another method of accounting for by- 
products is to treat revenue from their sale 
as “other income.” This seems appropriate 
only where the value of the by-product is 
relatively insignificant or where more re- 
fined methods are not practical. 

c. Allocation would probably be based 
on either 

(1) Some physical measure such as 

weight, volume, or ability to gener- 
ate energy (e.g. BTUs). 

(2) Relative sales values of the end 

products. 

A variation of the second method is to 
allocate joint costs on the basis of the 
profit contribution after deducting all di- 
rect costs and expenses from the sales 
prices. 


Number 4 (Estimated time—20 to 30 min- 
utes) 


On June 1, 1957, the Knodd Corpora- 
tion, issued, at 98, 63% bonds, face 
$500,000, due May 30, 1977, interest pay- 
able semi-annually on June 1 and Decem- 
ber 1. The expense of issue was $10,000. 
The bonds were callable at 1023 on March 
1, 1960, at which date they were retired 
out of the proceeds of new 4% bonds issued 
at 100 on February 1, 1960, face $600,000, 
due February 1, 1960, interest payable 
semi-annually on February 1 and August 
1. Knodd Corporation is on a calendar 
year basis and does not prepare monthly 
adjusting entries. Its income before taxes 
for 1959 was $75,000, and is expected to be 
approximately that amount in 1960. 


Required: 

a. List three accounting methods for 
treating the unamortized discount, issue 
expense and call premium on the 63% 
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bonds at retirement “and explain the rea- 
soning in support of each. 

b. Using the method which conforms 
more closely than any other method to 
current accounting opinion, give the 
journal entry for the retirement of the 
64% bonds. 


Answer 4 


a. The unamortized discount, issue cost, 
and redemption premium might be ac- 
counted for as follows: 


(1) Direct write-off to current income 
or to retained earnings. 

(2) Amortization over the would-be re- 
maining life of the retired bonds— 
in this case until May 30, 1977. 

(3) Amortization over life of the new 
bonds—until February 1, 1980. 


A somewhat variable added possibility 
would be to compromise between (1) and 
(2) and amortize fully before May 30, 
1977. 

Reasoning in support of the three num- 
bered methods is as follows: 


(1) These amounts represent the cost of 
terminating the original issue with its 
higher interest charges. Such a cost should 
be immediately recognized as a loss or ex- 
pense since retirement of the old issue 
marks the completion of a debt transaction 
cycle. Choice between charging income or 
retained earnings rests on relative ma- 
teriality of the amount and on which con- 
cept of income statement preparation is 
followed. Under the ‘“‘clean surplus” ap- 
proach, the charge would have to appear 
on the income statement. 

(2) The unamortized bond discount and 
redemption premium represent the cost of 
making a more advantageous arrangement 
for the remaining term of the old debt 
contract. Refunding took place to effect a 
saving over this period; it should therefore 
be charged with the amortization. 

(3) While an AICPA Accounting Re- 
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search Bulletin has condemned the thir 
method, it has been required by som 
regulatory commissions. It can be reasoned 
that the period of borrowing has been ey. 
tended and that this longer period should 
bear amortization of the charge under the 
matching concept. 

b. The second method was expressly 
preferred by the AICPA’s Committee on 
Accounting Procedure. Applying tax a} 
location procedures under a 52% rate, the 
journal entry following this method is; 


Bonds payable—6}%......... $500 ,000 
Loss on bond refunding....... 15,470 
Bond refunding costs......... 14,280 


Unamortized discount & 

Number 5 (Estimated time—20 to 30 min 
ules) 

a. What is the meaning of the term com 
tingencies as used in accounting? 

b. Distinguish between the accounting 
treatment accorded to a prospective gain 
as contrasted to a prospective loss arising 
from a contingency. 

c. How should the following circum- 
stances affect the presentation of the 
calendar-year-end statements of ABC Cor- 
poration? Explain. 

1. Pending in a federal district court isa 
suit against ABC Corporation. The suit, 
which asks for token damages, alleges that 
ABC Corporation has infringed upon a 15- 
year-old patent. Briefs will be heard on 
May 31 next. 

2. The XYZ Union, sole bargaining 
agent of ABC Corporation’s production 
employees, has threatened a strike unless 
ABC Corporation agrees to a proposed 
profit-sharing plan. Negotiations begin on 
August 1 next. 

3. A recently completed (during the 
calendar year in question) government 
contract is subject to renegotiation. Al 
though the ABC Corporation suspects 
that a refund of approximately $80,00 
may be required by the government, the 
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company does not wish, for obvious rea- 
sons, to publicize this fact. 

4, In the calendar year just ended, 
ABC Corporation adopted a form of ac- 
celerated depreciation for federal income 
tax purposes. Its accounting records and 
fnancial statements still reflect straight- 
line depreciation. 


Answer 5 


a. Future events which are uncertain of 
occurrence give rise to contingencies. 
While they may involve gains, account- 
ants are somewhat more concerned with 
contingencies which could give rise to 
losses or the incurrence of liabilities. 

b. Almost invariably, prospective losses 
arising out of contingencies should be re- 
flected in the accounts. On the other hand, 
to book gains arising from contingencies 
would involve recording of revenue prior 
to its realization. Disclosure of either 
without reflecting the item in the accounts 
ispossible and, if the amount is material, 
desirable. Disclosure may take the form of 
notes to the financial statements, appro- 
priation of retained earnings, or extending 
amounts “short” in the statements. The 
more certain a contingent loss or liability 
appears to be, the greater the likelihood it 
should be reflected in the accounts. 

c. 1. Disclosure seems unnecessary be- 
cause only token damages are sought and 
patent is probably fully amortized in view 
of its age. 

2. Disclosure is unnecessary because the 
event is quite uncertain and lies in the dis- 
tant future. 

3. This would seem to call for disclosure 
unless the corporation is so large the 
amount is immaterial. After applying tax 
allocation procedures, an amount con- 
siderably less than $80,000 is involved. In 
such a case, where the amount can be de- 
termined, the situation should be recog- 
hized in the accounts. 

4. This is not a contingency but does 


call for tax allocation procedures. Assum- 
ing the amounts involved are material, the 
amount of deferred income taxes arising 
from the differences in the amount of de- 
preciation should be reflected in the ac- 
counts. 


GROUP II 


(Answer only two questions in this group. 
If three are answered only the first 
two will be considered.) 


Number 6 (Estimated time—40 to 60 min- 
utes) 


The use of consolidated financial state- 
ments has become a common practice in 
published financial reports of American 
corporations. However, consolidated re- 
ports do not serve all of the purposes for 
which individual statements may be used. 


Required: 


List and briefly discuss five limitations 
of the usefulness of consolidated reports. 


Answer 6 


By their very nature consolidated state- 
ments obscure information relating to in- 
dividual companies. As a result, creditors, 
minority stockholders, and other investors 
interested in the details about individual 
companies cannot ascertain their profit- 
ability or financial position. This is a gen- 
eral shortcoming; some specific limitations 
include: 

1. Accounts underlying the statements 
may not be strictly comparable; valuation 
bases, costing methods, and amortization 
rates may differ. Thus, consolidated totals 
may reflect addition of dissimilar items. 

2. Companies in relatively poor condi- 
tion may be combined with sound com- 
panies with the resultant concealment of 
specific unfavorable conditions. 

3. Companies with good operating re- 
sults and ratios are combined with those 
having less favorable results. Details are 
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obscured and an average or blur is sub- 
stituted. 

4. Equities of minorities may not be 
clearly shown because these may include 
both preferred and common shares. Com- 
mon practice is to show minority equity 
in subsidiaries as a single lump-sum figure. 

5. Ratio analysis may become nearly 
meaningless in that ratios of individual 
companies (required by contract to be 


For presently retired employees..................... 
For employees eligible to retire at their own option... . 


For employees under retirement age. 


kept at certain levels) cannot be computed 
from consolidated statements. Nor is 
there any way to avoid the averaging ef- 
iects previously mentioned. 

6. The extent of intercompany transac- 
tions is not revealed. Amounts of sales, 
profits, receivables, etc., between com- 
panies are not disclosed. 

7. Liens or contingencies are difficult to 
disclose. These may be nearly insignificant 
from a consolidated standpoint but could 
be of vital importance to those interested 
in the equities of a particular subsidiary. 

8. It is difficult to determine potential 
dividends. Retained earnings of subsidi- 
aries (accumulated after consolidation) do 
not comprise part of the retained earnings 
of the parent corporation. The ability of 
an individual company to pay dividends 
cannot be determined from consolidated 
statements. 


Number 7 


The LMN Corporation has just acquired © 
all of the capital stock of PQR Corporation 
and has asked you to audit the balance 
sheet of the latter as of date of acquisition. 
In the course of your examination you de- 
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termine that the company has a nonop, 
tributory pension plan and has charged ty 
income all payments made to the pensiy 
trust. There is no special provision in th 
pension plan which limits the compan 
liability to an amount equal to assets jp 
trust. The independent actuaries ep. 
ployed by the company have furnishe 
you with the following summary of pas 
service liability as of the audit date: 


Accrued Assets Net 

Liability in Trust Liability 
$1,189,000 $425 ,000 $ 764,000 


$2,810,000 


Required: 

Discuss the factors to be considered in 
making adjustments to properly set forth 
the financial position disclosed by th 
statements under audit. 


Answer 7 


Records of the company impliedly show 
no liability for pensions. Unless the planis 
to be terminated, the unfunded past serv- 
ice liability should be reflected on the 
books. This net liability to employees who 
have already qualified for pensions 
amounts to $1,241,000. Because these em- 
ployees either cannot or need not render 
further service to the company, the liabil- 


_ity should be recognized immediately. The 


debt has accrued over the years but has 


not been recognized. Under the current 


operating performance concept of income 
statement preparation, the offsetting 
charge should probably be made to re 


‘tained earnings unless it is relatively im f 


material. If future payments to the per 
sion trust. are deductible for income ta 
purposes, the liability could be recorded 
at its net-of-taxes value—approximatel 


$600,000. 
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The company has also understated its 
accrued liability for pensions of employees 
who are still below retirement age. This 
unfunded liability for services already 
rendered amounts to $1,569,000. If a lump 
sum correction similar to that described 
above is not made, a less satisfactory al- 
ternative should be adopted: Recognize 
this liability over the remaining period of 
employment of these employees. 


Number 8 


Tri-State Equipment Leasing Company 
leases equipment of all kinds to industrial 
users; most leases are for periods of from 
three to five years, during which time it is 
expected that the depreciable portion of 
the cost of such equipment and the neces- 
sary related financing charges will be re- 
covered. Generally, the leases also contain 
purchase option clauses which permit the 
user to acquire the equipment at the esti- 
mated market price of the used equipment 
less a portion of estimated removal costs. 

The company has followed the practice 
of charging a contracts receivable account 
and crediting an unearned rental income 
account for the gross contract rental at the 
time each lease is signed. The company 
finances a substantial portion of the cost of 
the rental equipment through installment 
loans which are secured by assignment of 
the lease rental contracts. 


Required : 
Discuss the proper balance sheet presen- 
tation of the contracts receivable, leased 


equipment unearned rental income, and 
installment loans payable accounts, giving 
your reasons for the method of presenta- 
tion which you recommend. Note particu- 
larly the effect on working capital, total 
assets and total liabilities. 


Answer 8 
The practice of charging contracts re- 


ceivable and crediting unearned rental in- © 


come for the gross rentals results in con- 


siderable puffing of amounts on both sides. 


of the company’s balance sheet. It would 
be better to treat these as memo accounts: 
or they could be offset. Either practice 
would effectively eliminate the inflated 
balances from the statement. 

The leased equipment is a fixed asset. 
Ordinarily, the balance of installment 
loans payable within a year would be re- 
flected under current liabilities. In this 
case funds to meet the maturing install- 
ment payments are expected from lease 
rentals, and these are not to be reflected 
on the statements. Since the source of 
funds for payments is not shown under 
current assets, it seems proper to exclude 
this portion of the liability from a current 
classification. 

In view of the unique features of this 
enterprise, traditional statement forms do 
not seem appropriate. Disclosure of the 
current rentals receivable and of current 
debt maturities by means of footnote is 
essential. The fact that the receivables 
have been pledged must also be disclosed. 
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AMERICAN 
ACCOUNTING 
ASSOCIATION 


NEWS 


EDITOR’S NOTE 


This section of Taz AccountING REview is an expansion of the customary Association Notes 
department and is designed to bring more information about the Association and its activities 
to the general membership. For the present, it is intended as an experiment. Any thoughts or 
suggestions you may have or any news items for subsequent issues should be forwarded to R. K. 
Mautz, 218 David Kinley Hall, University of Illinois, Urbana, Illinois. 


ASSOCIATION COMMITTEES ACTIVE 


At the time this material goes to press, 
a substantial number of the Association’s 
committees have already held meetings, 
and others are planned in connection with 
the Annual Meeting at Columbus the end 
of August. Other committees have carried 
on their activities through extensive cor- 
respondence and the exchange of draft 
material. 

The three Joint Committees (on Co- 
operation with Other Organizations, on 


Education, and on Research) all met in 
Chicago in January to discuss with Presi- 
dent Gaa their plans for the year. Since 
that time the following committees have 
held meetings, all of which have been in 
Chicago: 


Committee on Doctoral Programs Feb. 26-27 
Committee on Income Taxation March 5 
Committee on Courses and Curricula March 19 
Committee on Accounting Theory March 26 
Committee on Research Review March 27 


Committee on Accounting Careers April 2 
Committee on Management Accounting May 14-15 


SOUTHWESTERN SECTION 


The Southwestern Section of the AAA 
met in joint session with the Accounting 
Section of the Southwestern Social Science 
Association at the Statler Hilton Hotel, 
Dallas, Texas on April 15 and 16. Presi- 
dent Charles J. Gaa (Michigan State U.) 
gave the opening address. 

Robert Van Voorhis (Louisiana State 
U.) presided at the first session which in- 
cluded papers by Rober Meier (Loyola U. 
of Chicago) and Robert E. Groth (Wil- 
iams, Hurst & Groth, Tulsa) on aspects of 
professional education. 

Haskell G. Taylor (Texas Technological 
College) presided at the Friday afternoon 
session. Paul W. Burnam (Southwestern 
Louisiana Institute) spoke on “‘The Status 
of the Accounting Profession in the 
South,” Louis H. Jordan (Tulane U.) dis- 


cussed “Education for Professional Ac- 
counting,” Wayne P. Tenney (U. of Texas) 
gave a demonstration of ‘‘Preparation and 
Use of Visual Aids in Business Education.” 

The Saturday morning session was 
chaired by Zeb B. Freeman (Southem 
Methodist U.) and included “The Need 
for a Re-Appraisal of the Balance Sheet” 
by J. Herman Brasseaux (Louisiana State 
U., New Orleans), “A Simple Technique 
for Solving Cash-Flow Problems” by 
Howard M. Daniels (U. of Houston), and 
“(Modern Sampling Methods as Applied to 
Auditing” by Dan D. Davis (Southern 
Methodist U.). 

At the annual business meeting, W. P. 
Carr (Loyola U., New Orleans), 1960 Pro- 
gram Chairman, reported on past activi- 
ties. Horace Brock (North Texas State 
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College) was elected Program Chairman 
for the following year and Richard Hom- 
burger (U. of Wichita) Associate Editor for 
the Southwestern Social Science Quarterly. 
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The next joint session will be held at the 
Statler Hilton Hotel, Dallas, Texas on 
March 31 and April 1, 1961. 


SOUTHEASTERN SECTION 


A record attendance of 160 made the 
{2th Annual Meeting of the Southeastern 
Section at The University of Tennessee, 
Knoxville on April 29 and 30a great success. 

At the morning session on Friday, 
Robert Van Voorhis (Louisiana State U.) 
presided. W. H. Read, Executive Assis- 
tant to the President of the U. of Tennes- 
see welcomed the group. Wilton T. Ander- 
sn (AICPA) presented “A Report on 
Examination and Educational Activities 
of the AICPA,” John B. Ross (U. of Ten- 
nessee) spoke on “‘Professional Training of 
Certified Public Accountants,” and Isaac 
N. Reynods (U. of North Carolina) gave 
apaper entitled ‘‘Selecting the Proper De- 
preciation Method.” 

President Charles J. Gaa (Michigan 
State U.) spoke on “The Organization, 
Plans, and Activities of the American 
Accounting Association in 1960” at the 
luncheon meeting for which John E. 
Champion (The Florida State U.) served 
as chairman and Eugene Upshaw, Assist- 
ant Dean of the College of Business Ad- 
ministration, The University of Tennes- 
see, welcomed those in attendance. 

The afternoon session consisted of a 
number of round table discussions. Sub- 
jects and participants were: ‘The Curric- 
ulum and Requirements for a Master’s 
Degree,” A. J. Penz (U. of Alabama), 
Louis H. Jordan (Tulane U.), and Lloyd 
F. Morrison (Louisiana State U.); “The 
Mathematics Course for Business,” Mar- 
vin Tummins (U. of Virginia), David S. 
Chambers (U. of Tennessee), and Donald 
A. Gardiner (Oak Ridge National Labora- 
tory); “Teaching and Practicing—Advan- 
tages, Disadvantages, and the Prublem of 


Dual Responsibility,” Milton L. Wray 
(Memphis State U.), R. J. McLaurin (U. 
of Chattanooga), and Houston D. Smith, 
Jr. (Georgia State College) ; “Law and the 
Accountant,” E. L. McGowan (U. of 
South Carolina), Harvey T. Deinzer (U. of 
Florida), and Joseph Gibson (U. of Vir- 
ginia); “The Use of Teaching Aids,” 
Clarence L. Dunn (Louisiana State U.), 
Carl A. Anderson (U. of Florida), and 
Stephen B. Homick (U. of Georgia) ; “The 
Controller as Both an Accountant and a 
Finance Officer,” Leland C. Whetten 
(Georgia State College), S. G. Fullerton 
(Comptroller, City of Birmingham), and 
Burdette A. Johnson (Treasurer, New 
England Gas and Electric Association). 

A. W. Patrick (U. of Tennessee) pre- 
sided at the evening banquet at which 
Harvey G. Meyer (U. of Tennessee) was 
honored on the occasion of his retirement 
in August. 

The Saturday morning session again was 
composed of round table discussions with 
subjects as follows: “The Curriculum and 
Requirements for the Undergraduate Ma- 
jor in Accounting,” Martin L. Black, Jr. 
(Duke U.), Homer A. Black (Florida 
State U.), and Frank P. Smith (Lybrand, 
Ross Bros. & Montgomery); “Criteria for 
Judging ‘In Conformity With Generally 
Accepted Accounting Principles,’ ” Wil- 
lard J. Graham (U. of North Carolina), 
V. Victor Harrison (U. of Alabama), and 
G. B. Vasen (Arthur Young & Company); 
“Management Accounting Course for Ac- 


counting Majors,” Jay D. Cook, Jr. 


(Washington and Lee U.), James W. Baker 
(U. of Georgia), and Joseph Cerny (U. of 
Mississippi). 
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Warren L. Slagle (U. of Tennessee) pre- 
sided at the annual business session. The 
coramittee for the next year includes 
Joseph Lane (U. of Alabama). Chairman, 
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John Champion (Florida State U.), Robert 
L. Dickens (Duke U.), James Holmes (U, 
of Mississippi), and A. W. Patrick (U. of 
Tennessee). 


DEAN PAUL GARNER COMPLETES TOUR 


Dean Paul Garner (U. of Alabama) 
returned in June from a four-month special 
assignment for the United States Depart- 
ment of State on which he traveled widely 
in the Pacific, Southeast Asia, Australia 
and New Zealand, and Europe. 

In completing this assignment, Dean 
Garner traveled about 36,000 miles, visited 
in 23 foreign countries, served as an official 
delegate of organizations in this country, 
including the AAA, to three international 
congresses on accounting or related mat- 
ters, and visited and talked with a large 
number of faculty groups from various 
universities and representatives from busi- 
ness corporations, professional accounting 
firms, and other organizations. 

Much interest in university education 
for business careers was found in all the 
countries visited. A considerable variety 
of educational patterns is found with little 
in the way of an “international pattern.” 


Current developments in the United States 
are not well known although there is much 
interest in our practices. 

Management development programs are 
also receiving much attention in many 
foreign countries. Unlike practice here, 
most of these programs are not associated 
with universities. There is comparatively 
little interest in requiring university educa- 
tion for entrance into professional ac- 
counting. However professional accoun- 
tants would like to have more university 
graduates as beginners on their staffs. 

There is also much interest in the ex- 
change of business and economic faculty 
members with the United States and in 
the possibilities of joint research projects, 
Dean Garner reported. He feels there is 
real opportunity for this country to offer 
technical assistance and leadership in the 
entire area of business education and re- 
search. 


MIDWESTERN GROUP MEETING 


The Midwestern Group met April 29 
and 30 in Minneapolis in conjunction with 
the Midwest Economics Association meet- 
ings. Donald W. Brown (Iowa State U.) 
served as chairman for the first of the two 
sessions. The program included “Depre- 
ciation Reform—What Does Business 
Want?”’, Ray Powell (Notre Dame); ‘“‘Re- 
sponsibilities in Accounting Research,” 
Raymond C. Dein (U. of Nebraska) ; “‘The 
Structure of Cost Control,” William 
Ferrara (U. of Illinois). 

Chairman for the second session was 
Leon E. Hay (Indiana U.). The subject for 


the session was “Are College Accounting 
Curricula Unfairly Dominated by C.P.A. 
Examination Requirements?’’. Partici- 
pants included Richard S. Claire (Arthur 
Andersen & Co.), Gilbert P. Maynard 
(U. of Iowa), and George J. Wachholz 
(Minnesota Mining and Manufacturing 
Company). 

The committee responsible for develop- 
ing and arranging the program included 
Leon E. Hay, Chairman, Donald W. 
Brown, Gardner Jones(Michigan StateU,), 
R. D. Koppenhaver (U. of North Dakota), 
and Stephen W. Vasquez (St. Louis U.). 
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ASSOCIATION NOTES 


stor’s Nore: In the future please address communications concerning the Association Notes to the editor of 
Tur Review, 218 David Kinley Hall, University of Illinois, Urbana, Illinois.) 


AUSTRALIA 
University of Adelaide 
J. W. Bennett, Lecturer in Accounting, 
has been awarded a Sloan Teaching Intern- 
ship at the Massachusetts Institute of 
Technology for 1960-61. R. W. PARKER 
has been appointed to a lectureship. 


CALIFORNIA 
Los Angeles State College 


The Division of Business and Econom- 
ics has been admitted to the American 
Association of Collegiate Schools of Busi- 
ness. 


CHINA 
Hong Kong 
S. T. Sm, formerly an assistant professor 
of accounting in China, has been admitted 
tomembership in the Australia Society of 
Accountants. 


ILLINOIS 
La Salle Extension University 


LowELt C. Doak, Educational Director, 
was recently honored for meritorious serv- 
ice in the field of home study education. 
In ceremonies on the campus of Central 
College in Fayette, Missouri, alumnus 
Doak was cited for accomplishment and 
presented with a plaque bearing the in- 
scription ‘“‘Distinguished Alumni Citation 
of 1960 for Meritorious Distinction.” 


INDIANA 
Indiana University 
Atva L. Prickett, founder of the Ac- 
counting Department, its chairman for 
many yearsand former Deanof the Schoolof 
Business, has been named Professor Emer- 
itus on his retirement after 41 years of 


service. L. VANN SEAWELL has been pro- 
moted to associate professor. Leon E. 
Hay has been elected to the Board of Di- 
rectors of the Indiana Association of CPA’s. 
Emerson C. ERB has accepted a faculty 
appointment at Bowling Green State Uni- 
versity. 


OHIO 
University of Akron 


RoBert G. KATZENMEYER has received 
a research grant from the Arthur Young 
Foundation to survey the needs of prac- 
ticing accountants and educators for teach- 
ing materials on Ohio taxes. 


PENNSYLVANIA 
Franklin and Marshall College 


L. R. ABERLE has been promoted to 
associate professor. HENRY R. JAENICKE 
is joining the staff as assistant professor. 


University of Pittsburgh 


James RarttirrF has joined the staff as 
an assistant professor; he was fornerly at 
Waynesburg College. Mark A. PLIVELIC 
has resigned to accept a position at St. 
Vincent College; RicHarpD A. has 
resigned to accept a position with the Pitts- 
burgh National Bank. 

The Eleventh Annual Accounting Sym- 
posium, sponsored by the Pittsburgh 
Chapter of the Pennsylvania Institute of 
CPA’s and 25 local colleges and universi- 
ties will be held on the campus on Novem- 
ber 18. 

CLARENCE L. VAN SICKLE and James H. 
RossELt lectured in the business manage- 
ment course conducted by Westinghouse 
Electric Corporation during the summer. 
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TENNESSEE 
University of Tennessee 

Harvey G. MEYER retired on August 31 
after 38 years of service. NELSON H. LUNN 
will be on leave of absence during the 
1960-61 academic year working on a Ph.D. 
degree at the University of Illinois. 

Joun B. Ross received his Ph.D. degree 
from the University of Alabama in June. 
A. W. Patrick will be on leave of absence 
during 1960-61 while serving as a visiting 
professor at the University of Virginia. 


TEXAS 

Southern Methodist University 

Under a three-year term rotation plan, 
ROLAND W. PortTH succeeds ZEB B. FREE- 
MAN, JR. as chairman of the Accounting 
Department and Joun L. NABHOLTZ suc- 
ceeds DuptEyY W. Corry as director of 
graduate studies in accounting. 


University of Texas 


Britt BisHop has been appointed Chair- 
man of the Department of Accounting at 
Arlington State College. RoBert L. Grin- 
AKER is in California on a faculty intern- 
ship with a national accounting firm for 
the summer. CiiFForD E. Hutton has 
been awarded a General Electric Fellow- 
ship for the coming year to complete a 
comprehensive study as part of his Ph.D. 
dissertation. 

Rosert E. SEILER has been promoted 
to associate professor. New additions to 
the staff include Eart D. BENNETT, asso- 
ciate professor, and HERSHEL M. ANDER- 
SON and H. HoFrMaN as assist- 
ant professors. 

ROBERT B. SWEENEY has accepted a 
position on the faculty of the Department 
of Accounting at the University of Ala- 
bama. WAYNE P. TENNEY has resigned to 
enter the practice of public accounting in 
Twin Falls, Idaho. Cecrt1a V. TIERNEY 
has accepted a position on the research 
staff of the AICPA. 


The Accounting Review 


BEN B. Barr has been named editor of 
the Texas CPA, published by the Texas 
Society of CPA’s. FRANK J. IMKE has 
accepted a position as assistant profesgo; 
at Arlington State College. 

CHARLES T. ZLATKOVICH has beep 
elected to a three-year term on the Board 
of Directors of the Texas Society of 
CPA’s. He will also serve as chairman of 
the Committee on Accounting Procedure 
of that organization. 

GLENN A. WELSCH has completed a one- 
year term as a member of the Executive 
Committee and Vice-President of the 
Texas Society of CPA’s. 

H. HorrMan, Jr., JAmes E. 
REDFIELD, JR. and ALAN T. STEELE re- 
ceived the Ph.D. degree during the past 
year. Plans have been completed for pub- 
lication of a condensed version of a Ph.D. 
dissertation entitled ‘(Management Serv- 
ices by Certified Public Accountants” 
written by JAMES E. REDFIELD. 


WASHINGTON 
University of Washington 


Jutitus A. ROLLER has been promoted 
to professor. He has also been appointed 
acting Executive Officer of the Account- 
ing, Finance and Statistics Department, 
effective September 1, 1960. 

W. Bakers FLOWERS and Recep K. 
Storey have been promoted to Associate 
Professor. JAMES E. Brown and 
HARDT B. MUELLER have been added to 
the staff as assistant professors. 

Kermit O. Hanson has resigned his 
position as Executive Officer of the Ac- 
counting, Finance and Statistics Depart- 
ment, effective September 1, 1960, to give 
full time to his duties as associate dean. 


WISCONSIN 
University of Wisconsin 


Epwarp S. Lynn has taken a leave of 
absence to become Director of Education, 
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Mane. The Tenth Annual Tulane Tax Insti- tober 26-28 at the University Center, 
ELE re Bf tute will be held in New Orleans on Oc- Tulane University. 

he past 
or pub- 
Ph.D, 
t Serv- 
itants” 


ymoted 
ointed 
‘count- 
tment, 


ED K. 
sociate 

Grr- 
ded to 


ed his 
1e Ac- 
epart- 
0 give 
ean, 


ave of 
ation, 


AMERICAN ACCOUNTING ASSOCIATION 
COMMITTEES—1960 


EXECUTIVE 
MEMBERSHIP 

General Chairman............... James. University of Pittsburgh 
ESS Rudolph Schattke.............. Arizona State University 
Arkansas A. & M. College 
California (Northern)... . .... Robert T. Sprouse.............. University of California, 
California George R. Hawkes..............San Fernando State College 
Colorado. . University of Denver 
Lawrence P. Webster........... University of Connecticut 

William Markell... ..........University of Delaware 
District of Columbia............. General Accounting Office 
.. .Florida State University 
EE ee ....Catherine E. Miles...... ......Georgia College of Business Administration 
Illinois (Chicago)... .. ... University of Chicago 
Illinois (Outstate)................ Vernon K. Zimmerman......... . University of Illinois 
..... Sherwood W. Newton........... University of Kansas 
EE ere Robert O. Brown............... University of Kentucky 
Louisiana. . me ere. Harry J. Smolinski............. Louisiana Polytechnic Institute 
Sherman G. Shapiro............ C.P.A., Lewiston 
Maryland......... .........Frank Higginbotham........... C.P.A., University Park 
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STANLEY B. Henrict, Standard Costs for Manufacturing, 
Third Edition (New York: McGraw-Hill Book 
Company, Inc., 1960, pp. vii, 402, $8.50). 


The first edition of this book was published in 1947 
and the second in 1953. The third edition resembles 
very closely the second edition; no striking revisions 
have been made. There has been some slight rearrange- 
ment in the textual material; e.g., the content of Chap- 
ter 11 in the second edition will be found in Chapter 4 
and Chapter 6 of the third edition. Chapter 5 of the 
second edition on “Setting Standards for Direct and 
Indirect Labor” was divided into two chapters in the 
third edition: one on direct labor and one on indirect 
labor. Chapters 18 and 19 of the second edition were 
combined into one chapter in the third edition. Further- 
more, only a few new problems have been included in 
the new edition; a substantial majority of the problems 
included in the second edition have been included in 
the third edition without revision. On balance, very 
few changes appear in the third edition. 

The objective of the book is to explain how standard 
costs are established and how an effective system em- 
ploying standard costs might be executed. The author 
explains the theory underlying standard costs, discusses 
certain features of an accounting system, gives an over- 
all picture of the development of standards, and then 
summarizes standard cost accounting procedures and 
variance accounting. He follows this introduction in 
Part Two with a detailed discussion of the problems 
involved in establishing standard costs for various kinds 
of manufacturing costs. The material on the establish- 
ment of standards is perhaps the outstanding part of 
this book. A rather unique feature found in this section 
is the attention given to the establishment of standards 
for such costs as maintenance, utilities, and laboratory 
work—items which often are,glossed over, if indeed 
mentioned, by many accounting writers. Part Three 
deals with variance analysis and Part Four with operat- 
ing budgets, supervisors’ incentive plans, and miscel- 
laneous matters such as salary evaluation, cost es- 
timating, and selling prices. Another unique feature of 
the book is the tie-in of incentive plans with standard 
costs. 

Over-all the author has done an effective job of 
giving a step-by-step outline to be followed in the in- 
stallation of an accounting system employing standard 
costs, though obviously any work of a general nature 
cannot be applied literally to every situation. The book 
is sprinkled with good illustrations, e.g., Figure 3-2, 
page 53, which shows the details of building a standard 
cost for the sewing operation required in the manufac- 
ture of a T-shirt. There is also reflected throughout the 
book a wide experience. Numerous references are made 
to widely different kinds of manufacturing operations. 

The author clearly drives home the theoretical con- 
cept of standard costs; e.g., “a standard ought to repre- 
sent not what costs are or have been, but what they 
should be.” (p. 48) He advocates the use of an attainable 
good performance standard and couches his examples in 
terms of a productive standard direct labor hour. He 


suggests, but is not convincing to this reviewer, tha 
the dual purposes of standard costs, control and jp. 
ventory valuation, are somewhat at odds. Responsibi. 
ity accounting is stressed. Expenditures not under the 
control of the foreman “ . . . should be excluded from 
the comparison of actual and standard costs that js 
used to measure his performance.” (p. 55) Henrici dis. 
cusses the problem of selection of a capacity level to 
be used in setting burden standards, but he does not 
take a clear-cut position on this important matter, He 
does advocate that serious attention be given to idle 
capacity losses, however, and suggests strongly that 
the problem of idle capacity be laid at the door of the 
sales manager. Direct costing is briefly mentioned, but 
it is dismissed rather hurriedly. The section dealing 
with variances from standard will not be particularly 
easy to understand, if there has been no previous ex. 
posure to variance analysis. But the material does 
contain unusually strong points. It emphasizes the 
necessity for determining the causes of the variances 
and stresses the need for study of the significance of 
variances. The author takes note of the increased at- 
tention being given to the application of statistical 
quality control techniques to the problem of determin. 
ing the significance of variances. 

The use of standards for control purposes is strongly 
recommended in the book, but the author has mis- 
givings about the validity of standards in the matter 
of inventory valuation. “All in all, whether standard 
costs are true costs or not is so debatable that it isa 
matter of individual opinion as to how inventories are 
to be carried on the balance sheet.” (p. 111) He infers 
that the disposition of variances, i.e., whether allocated 
to inventories and cost of goods sold, or charged off to 
expense and revenue, is a matter of management policy 
rather than of accounting theory. Furthermore, in his 
discussion of closing the variances to expense and rev- 
enue, he states that the variances are closed to profit 
and loss through the cost of goods sold account. Ob 
viously, practice notwithstanding, the procedure of 
closing variances to cost of goods sold is without logicor 
theory. It might also be noted that there is no compact 
discussion of the two-variance and three-variance anal- 
ysis of burden so common in cost accounting textbooks. 

Unfortunately the terrn “expense” is used through- 
out the book when the reference is to inventoriable 
manufacturing costs. Surely there is a difference be- 
tween an asset and an expense! Accounting writers 
must be careful in the use of terminology if a maximum 
effort is to be made to minimize the possibility of mis 
leading neophytes. 

The book appears to be of more use to the prac- 
titioner who wishes to increase his knowledge of stand- 
ard costs than to the student in the classroom who has 
had no previous exposure to standard costs. The book 
has a strong engineering flavor, and the mechanics of 
bookkeeping have been kept to a bare minimum. In the 
case where little or no attention may be given to the 
building of budgets, or journals entries, or to the prep 
aration of management reports, effective use might be 
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made of the book in the classroom, particularly in a 
dass of engineers. Discussion questions at the end of 
ach chapter are ample and excellent, but problems 
ye relatively few in number. An excellent insight into 
the practical operation of standard costs, however, can 
te obtained by a careful study of this book. 

A. W. Patrick 

Professor of Accounting 

The University of Tennessee 


Jams T. JOHNSON AND J. Herman BrassEavux, Read- 
ings in Audiling (Cincinnati: South-Western Pub- 
lishing Company, 1960, pp. x, 658, $6.50). 


Probably no person undertaking to gather a collec- 
tin of published materials on a given subject has 
eer succeeded in completely satisfying anyone except 
himself with his efforts at selection; thus the most 
meaningful criterion for any effort of this type must 
be the general usefulness of the collected materials. On 
this basis Readings in Auditing can be judged a reason- 
ably successful venture. 

The greatest usefulness of Readings will in all like- 
lihood prove to be in advanced auditing courses, as the 
instructor seeks to broaden the outlook of his students 
and increase their understanding and awareness of the 
problems and ramifications existing within the field of 
mditing. Practitioners can also be expected to show 
cmsiderable interest in the volume, for it tends to fall 
inthe category of a valuable and useful addition to the 
professional library, both as a handy reference on 
gecial problems encountered by the experienced prac- 
titioner, and as helpful training material for the new 
staff assistant. 

With but two exceptions, the materials included in 
the book appeared in print during the past ten years, 
and the principal source has been The Journal of Ac- 
comlancy. Analysis of the items included in the book 
reveals the following breakdowns: 


No. of Period of 
Articles Publication 


2 Prior to 1950 
24 1950-1954 
47 1955-1959 


73 


= 


Source 


The Journal of Accountancy 

The New York Certified Public Accountant 

THE ACCOUNTING REVIEW 

Official pronouncements of the American Jn- 
stitute of Certified Public Accountants 

The Internal Auditor 


The Controller 


Official] pronouncement of the Institute of In- 
Auditors 


3 


No. 
Antics Section Heading Under Which Classified 
13 Auditing Standards and Their Development 
2 Ethics and Professional Conduct 
5 Auditor Responsibilities and Liability 
14 _— Reports and Reporting 
7 The Internal Auditing Function 
14 The Audit, Procedures, and Their Applica- 


tion 
5 The Application of Statistical Techniques to 
Auditing 

3 The — and Electronic Machine Rec- 

5 The Auditor and Management Advisory 
Services 
2 The Profession and the Future 
3 


As a guide to each of the major sections listed 
above, and to the subsections under under which 
articles are further classified, the authors have pro- 
vided their own brief comments about the develop- 
ments and general problems pertaining to the subject 
area and have indicated the general subject matter of 
each of the articles presented in each sub-section. These 
comments should prove to be particularly useful to the 
casual reader or the reader who is seeking enlighten- 
ment on a particular problem or subject. 

A supplementary bibliography covering some 150 
additional references is also included as an aid to the 
reader seeking further information. The references are 
classified under the ten basic sections appearing in the 
main portion of the book as listed above, and are 
generally from the period 1945-1954. 

The critical reader who may take exception to the 
authors’ selection of articles will likely find his crit- 
icism falling within one or more of these areas: the 
slighting of materials published prior to 1950, the omis- 
sion of materials from any of the leading foreign English- 
language publications, and the absence of coverage on 
specific areas of auditing. As to the first two areas of 
possible criticism, the authors have apparently inten- 
tionally focused on the current problems of auditing 
practice in this country as being of greatest interest and 
usefulness in the typical advanced auditing class or 
practitioner’s office. Within the framework of this 
apparent underlying decision, there can be little room 
for criticism of the selections made. 

Various additional auditing areas might well have 
been covered in the selection of readiags, but space 
limitations are invariably a factor in the preparation 
of a book of readings. Thus the fact that there is no 
coverage of the following areas should not be inter- 
preted as a fundamental criticism of the editors’ selec- 
tion decisions, but as an indication of points on which 
differences of personal opinion might well be expected. 
Possibly additional areas that might have been covered 
would include auditing within the Federal Government 
by such groups as the General Accounting Office and 
the Department of Defense; practice in the tax area, 
with such attendant problems as the fine distinction 
between the practice of accounting and the practice of 
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law, and the accountant’s responsibility for figures that 
he has included in tax returns prepared for clients; 
problems of practice before the Securities and Ex- 
change Commission (in addition to the material ap- 
pearing under the headings of legal liability and re- 
porting of events occurring subsequent to the balance 
sheet date); the unique position occupied by the in- 
dependent auditor and the problems of independence 
(over and above the material appearing under the 
heading of professional conduct); helpful considera- 
tions in establishing and building a practice, including 
setting and collecting fees, maintaining the records of 
the accounting firm, and recruiting and training per- 
sonnel; current developments affecting “write-up” 
work in the form of machine methods including the 
use of the “add-punch” to convert original accounting 
data into machine-sensible form for input into service 
center machines; and lastly, a book on auditing hardly 
seems complete without a fairly detailed account of the 
famous McKesson and Robbins fraud perpetrated by 
the Musica brothers. 

Again, however, the preceding comments are pre- 
sented not as outright criticisms but as points on which 
differences of personal opinion might well be expected. 
In general, Johnson and Brasseaux have brought to- 
gether a comprehensive and useful collection of ma- 
terials on auditing which should help to meet an exist- 
ing need, particularly in the area of advanced account- 
ing courses. 

Howarp F. STETrLeR 
Professor of Accounting 
The University of Kansas 


Jaaxxo Honxo, The Annual Income of an Enterprise 
and Its Determination (Helsinki, Finland: Yrityksen 
Vuositulos, Liiketaloustieteellinen Tutkimuslaitos, 
1959, pp. 246, with 35-page English summary, $3.00), 


This book constitutes an interesting summary of the 
income determination problem as treated in the Anglo- 
American, Scandinavian, German, and, of course, Fin- 
nish literature. It presents the problems from the ac- 
counting as well as economics point of view. Although it 
accepts both viewpoints as depending on the circum- 
stances, it shows unmistakable preference for the 
“realization” principle over the “expectation” prin- 
ciple. Professor Honko attempts—and we think, very 
successfully—to show under which condition the 
economists’ approach to income determination might 
have a distorting and even deceptive effect. This dem- 
onstration has much originality and lends value to the 
book beyond its merit of being an international eclectic 
study. The importance of the latter, however, must 
not be underrated; studies of such universal character, 
especially in the area of accounting, are rare and are 
matched only by the rarity of the author’s thorough 
and profound knowledge of the pertinent literature in 
several languages. 

The first section opens with the distinction of in- 
come as to object and income as to time period. This 
distinction is illuminated by discussing the historical 
development of the income concept. The author main- 
tains that during the latter Middle Ages accounting 
and income determination were typically object oriented 


while from the emergence of the Ordonnance de Com. 
merce on until our century the presenting of assets and 
liabilities overshadowed the income determination 
problem (a statement which might be contended by 
some historians). Only since the beginning of the 
twentieth century has the “periodising” of the income 
concept become widely significant. In the next section 
Professor Honko discusses various periodic income con- 
cepts (Fisher, Lindahl, Moonitz-Staehling) while the 
third section leads to the central theme of the book, 
There a problem (or at least one facet of it) is attacked 
which recently has gained increasing significance, not 
only in business accounting (Vatter) but also in na- 
tional accounting (Margolis, Ohlsson) and measure- 
ment theory in general (Churchman), namely, the 
interrelation between purpose of measurement and the 
means for doing it. The author demonstrates that in 
case of perfect foreknowledge the net profit rule of in- 
come distribution and the capital impairment rule hold 
under both the economist’s (Lindahl’s) as well as the 
accountant’s income concept; that, however, in the 
ordinary case of imperfect anticipation the two rules 
yield identical results only for the accountant’s income 
concept (income-earnings). He also shows that in de 
termining annual income for the purpose of distribution 
one may arrive at the conclusion that the depreciation 
on original costs would be dependent on income; this, 
if one does not “evaluate” income and maintain the 
enterprise’s future income at some given level (the 
pertinent assumptions are discussed in Section 6 of 
this book). Hence the next step confronts the reader 
with the choice between various definitions of “capital 
maintenance.” This seems to Professor Honko a prob- 
lem all the more precarious since the effect of distrib- 
uting the income must be taken into account in the 
determination process itself. He obviously tries to 
emphasize the interdependence of economic variables, 
especially in regard to income determination and 
distribution. The dilemma is reflected in the conclusion 
that on one hand a “general purpose” income statement 
is unsatisfactory, while on the other hand the con- 
struction of several income statements is practically not 
feasible. 

Then Professor Honko presents a detailed analysis of 
the accountant’s income concept. It starts from the his- 
toric background, discusses the present-day conventions 
on income determination and their purposes, and con- 
cludes with a comparison between the accountant’s 
and the economist’s income concept. Finally the im- 
portance of expectation is stressed and treated sep- 
arately in the following section. There Palle Hansen's 
idea of reconciling these two income concepts is dis 
cussed and illustrated in three examples of income 
measurement for distribution purposes. The first case 
presents a “short-term enterprise” of declining, i, 
gradually liquidating, tendency. The second case a& 
sumes a “long-term enterprise” whose income and size 
are fairly stable while the third underlies a “long-term 
enterprise” with a trend of considerable growth. The 
author now demonstrates on the last case that the 
profit determined according to the economist’s income 
concept (income=interest on capital value) is irrelevant 
for the purpose of income distribution since “it would 
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be impossible from the very start to finance Enterprise 
3? when it had to pay out the determined income. Here 
it becomes obvious that one would have to “distribute 
ssincome (profit) items which have not yet been received 
ind which are not expected to be received for years and 
haps decades” ; this is interpreted as an argument in 
favor of the realization convention (the author is, of 
course, aware that income determined on the basis of 
the latter is not necessarily “liquid”). This section also 
discusses F. Schmidt’s organic statement theory and 
Gweeney’s Stabilized Accounting as well as the recent 
s of the Study Group of Business Income and 

those made by the AAA Committee. 

The sixth section is devoted to an examination of the 
realization convention as a basis for income determina- 
tin. Here the author infers that the “accountant’s 
income” is nowadays based partly on realization, 
partly on expectation, and partly on neither of them. He 
therefore attempts to develop the determining of 
annual income on the realization basis alone. This 
simplifies the valuation problem and permits one to 
concentrate on the problems of periodization and 
relevance. This section draws considerably on M. 
Ssario’s theory of priority of costs: it recognizes the 
viewpoints of different groups and rejects the notion 
of a single income concept at the favor of the idea of 
various contribution strata, showing each interested 
party the level from which his own share begins. This 
leads the author to a rejection of the entity theory. It 
seems, however, that the entity theory need not be 
antithetical to the position that Honko adopts. 

The book closes with the weighing of the advantages 
of the two alternatives, expectation and realization, 
as bases for income determination. The first alternative 
may serve planning activities and profitability analyses, 


under certain circumstances may even be used for the | 


purpose of profit distribution, while the second can be 
used for the latter only. If in spite of this admission the 
former alternative is not accepted as superior, it is 
because of the lack of perfect foreknowledge, the fact 
that there are several groups of users and that the ex- 
pectations of the various users usually differ widely, 
and finally because it is not possible to construct an 
unlimited number of different income statements. 
Concluding, it must be emphasized that this book 
no doubt improves the mental arsenal of the accountant 
needed for his defense against attacks from his critics. 
RICHARD MATTESSICH 
Associate Professor 
University of California 
Berkeley 


E. Bryan SmytH, Executorship Accounts, Fourth 
Edition (Sydney: The Law Book Co. of Australasia 
Pty Ltd., 1960, pp. ix, 254, £2.) 

In the preface Professor Smyth states that the ob- 
jective of this book is “‘to present in the simplest man- 
ner possible the basic principles of accounting applicable 
to deceased estates... . Though this work is designed 
Primarily for accountancy students it should prove 
helpful to practising accountants, especially those 
administering deceased estates.” 

The book is primarily a treatise on the principles 
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and practice of executorship accounting as applied in 
Australia, written for both practising accountants and 
students who are preparing for the examinations of 
Universities, Technical Colleges, Accountancy In- 
stitutes, and similar examining authorities. The book 
not only describes and illustrates the accounting prin- 
ciples and techniques applied by executors, adminis- 
trators, and trustees, but also goes into considerable 
detail concerning the applicable statutes and legal 
requirements. In fact a considerable portion of the 
book deals with legal matters and in some cases major 
sections of a chapter are used to differentiate between 
the laws of such independent political subdivisions as 
New South Wales, Victoria, Queensland, South Aus- 
tralia, Western Australia, and Tasmania. 

The book is divided into seven chapters, which cover 
(1) the general duties and responsibilities of the executor 
and the administration of the estate, (2) statutory ap- 
portionment between corpus and income, (3) equitable 
portionment between corpus and income, (4) distribu- 
tion of the estate through legacies, devises, annuities, 
and trusts, (5) distribution of the estate in cases of in- 
testacy, (6) special problems encountered by farmers 
and ranchers (or graziers), and (7) duties and rates 
levied on estates. In addition, the book is liberally 
sprinkled with definitions of legal terms, and contains in 
the appendix a complete statement of the recommenda- 
tions of the Institute of Chartered Accountants in Eng- 
land and Wales relative to the form and content of ac- 
counts of estates and trusts. 

The individual chapters have basically the same 
format—beginning with a descriptive discussion of the 
material to be covered in the chapter, proceeding into 
illustrative problems covering that material, and con- 
cluding with problems for assignment. The illustrative 
problems are sometimes quite long, and frequently con- 
tain a full set of journals, ledger accounts, and resulting 
financial statements. Most of the assigned problems are 
objective, and are relatively short as compared to prob- 
lems in standard texts of a comparable level in this 
country. Answers to these problems are given in the ap- 
pendix, which makes the book exceptionally well fitted 
to a self-study course. 

Professor Smyth is currently Professor of Account- 
ing, University of New South Wales. He has authored 
a number of widely used Australian accounting texts. 
The book is well arranged and well written. The style of 
writing is distinctly Australian, and is very refreshing to 
one not accustomed to their peculiarities. Although the 
amount of legal discussion destroys to some extent the 
usefulness which this book would have in this country, 
it could well serve as a model for a similar book designed 
specifically to fit our laws and executorship responsibili- 
ties. In fact, a book similar to Executorship Accounting 
written specifically for students and practitioners in the 
United States would be a most valuable addition to our 
literature. 

Rosert E. SEILER 
Associate Professor of Accounting 
The University of Texas 
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LAWRENCE L. VANCE, Accounting Principles and Con- 
trol (New York: Holt, Rinehart and Winston, Inc., 
1960, pp. xxi, 681, $7.50). 

As the title indicates, Accounting Principles and Con- 
‘rol is a first-year accounting text with an emphasis on 
the managerial problems of internal control. This em- 
phasis on internal control is accomplished primarily by 
discussions of relevant internal control procedures and 
other managerial problems at the ends of most chapters. 
In other respects the text is traditional in scope and 
method and covers a broad range of topics rather than 
stressing only the managerial viewpoint. 

Several strong points make this text a welcome addi- 
tion to the increasing number of books in this field. In 
general, the chapters are well organized and the writing 
is very lucid. Examples are numerous and clearly 
stated. A “summary” section at the end of each chap- 
ter will help the student in studying the important parts 
and in reviewing. Two chapters on “Matching Costs 
and Revenue” provide an excellent approach to the 
problem of adjustments. Special journals and special 
forms are integrated into the discussions of functional 
areas rather than being treated in a separate chapter on 
special bookkeeping procedures. 

The general organization is divided into seven main 
sections as follows: I. Basic Principles, II. Control 
and Accounting for Basic Functions, III. Control and 
Accounting for Particular Assets and Liabilities, 
IV. Problems of Particular Organizations, V. Control 
of Particular Segments of the Business, VI. Manufac- 
turing Accounting and Control, and VII. Special State- 
ments and Analysis for Management and Investors. 

Some of the special features of this organization are 
as follows. Part I presents the bookkeeping procedures 
by means of the equation and balance sheet leading into 
the problems of income determination. The individual 
proprietorship form is used in the examples but the 
stockholders’ equity section of a corporate balance sheet 
is introduced early in the text. Part II includes the de- 
scription of the accounting procedures for the selling 
and purchasing functions and the usual procedures for 
the accounting for cash. The voucher system is pre- 
sented as a procedure for controlling liabilities in Part 
UI. Branch and departmental accounting are discussed 
in Part V, while the problems of consolidation are intro- 
duced in Part VII. The section on Manufacturing Ac- 
counting and Control carries the manufacturing pro- 
cedures through an introduction to standard costs. This 
section also includes the application of cost information 
for managerial decisions by the use of the break-even 
analysis, contribution theory, and differential costs. 
Part VII includes an excellent chapter on budgeting 
with emphasis on its control aspects. 

Even the best of accounting texts may have some 
serious limitations if it is to be used for a general first- 
year course designed for non-business majors, non- 
accounting business majors, and accounting majors. It 
is no surprise, then, that Accounting Principles and Con- 
trol does not serve these purposes equally well. Accord- 
ing to Professors Gordon and Howell in Higher Educa- 
tion for Business, “the introductory course taken by 
non-accounting majors should minimize the time spent 
on procedural detail, emphasizing instead basic prin- 
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ciples and theory and the use of accounting as a mana. 
gerial tool.” In the reviewer’s opinion, this text, like 
many others in the field, spends too much time on pro. 
cedural details. An acquaintance with some special 
forms and special journals may be helpful in some 

but if they are to be included in a text, they should be 
made available as part of an appendix rather than in the 
text where they are given equal emphasis to more basic 
material. Some basic principles and theory are pre. 
sented with respect to the matching of costs and reve. 
nue, but the text fails in general to integrate theory into 
the discussions of accounting procedures. 

Regarding the use of accounting as a 
tool, Professor Vance has gone beyond most texts by 
introducing the control function of accounting and dis- 
cussing other managerial uses of accounting data. How- 
ever, the discussions regarding the uses of accounting 
data for managerial decisions seem inadequate for 
those who prefer a strong managerial emphasis. For ex- 
ample, the reviewer would prefer a more complete dis- 
cussion of the problems regarding plant and equipment 
investment decisions and replacement policy. 

As one particular use of accounting is emphasized, 
other functions seem to suffer. In this text, the empha- 
sis on the control aspects of accounting has led to a de- 
emphasis of the financial aspects. Only cursory treat- 
ment is given to the use of accounting data and state- 
ments by investors. The instructor who wishes to in- 
clude the use of accounting by investors will find onlya 
brief discussion of such items as the current operating 
concept of income, the price-level problem, the uses and 
limitations of the funds statement, and the accounting 
for investments. 

Since the number of topics which can be covered in 
the first-year course continues to increase, an author 
must be discriminating in his choice of subject matter. 
Too often, topics are included only because they have 
been included in previous texts and the author is re- 
luctant to omit what he thinks the instructor wants. In 
this text, it is good to see that the author has omitted 
several technical and limited topics such as consign- 
ments and instalment sales. However, several of the 
topics included are of limited usefulness in the reviewer's 
opinion for a broadly-oriented course. Examples are the 
discussions of reversal entries, the discounting of inter- 
est-bearing notes, and the use of the work sheet in the 
teaching of the funds statement, all of which either tend 
to confuse rather than enlighten the student or require 
a disproportionate amount of valuable class time in ex- 
plaining unimportant details. The reviewer also doubts 
the wisdom of including in the course a brief summary 
of the personal income tax form and terminology. 

Each chapter in the text is followed by the usual 
number of questions and problems. While the questions 
may be of some use to the student in reviewing each 
chapter, most are not sufficiently provocative for direct 
use in the course. The problems are adequate as far as 
coverage and time are concerned but, in general, like 
most accounting texts, they are too procedural in nature 
and are not sufficiently thought provoking. 

In summary, the instructor who is looking for a well- 
written, well-illustrated text using the traditional ap- 
proach to the teaching of accounting but with a fair de- 
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gee of managerial orientation \;".! find Accounting Prin- 
ciples ond Control an excellent choice. While some in- 
gmctors will find an inadequate treatment of the finan- 
dal aspects of accounting, full coverage is given for 
most of the topics covered in the first-year course in ac- 


counting. Of particular note is the excellent coverage in 
the areas of budgeting and cost accounting. 
S. HENDRIKSEN 
Associate Professor of Business Administration 
Washington State University 


General 


Rosert A. Dant, Mason HarreE AnD Paut F. La- 
JARSFELD, Social Science Research on Business Product 
ond Potential (New York: Columbia University 
Press, 1959, pp. 185). 


In the struggle for the opportunity to organize and 
present information, the accounting profession currently 
isnot doing well. The controller is losing a substantial 
part of his domain to information specialists, organiza- 
tion theorists, rejuvenated industria} and electrical en- 
gineers, communication theorists, systems specialists, 
and to the still aggressive operations researchers, who 
remain convinced that they were first to apply scientific 
method to business problems. A quick reading of the 
volume under review will indicate how far the account- 
ing profession has fallen behind these related profes- 
sons and will indicate the path that its research must 
take. 

Our academic ancestors had difficulty in deciding 
whether accounting should be classified as a subdivision 
of mathematics. Some of their descendants continue to 
be disturbed about the possibility that accounting is 
curently being swallowed by mathematicians in the 
form of computer experts. This volume helps to empha- 
sie that the important relationships of an organization 
ae bebavioral relationships, and that the important 
problems of accounting and other information-control 
systems deal with objectives, decisions, determinants 
for reaching decisions, and methods for discovering 
whether the decision rules are consistent with the ob- 
jetives. Bookkeeping may be abandoned to the elec- 
trons with good riddance, for bookkeeping manipulates 
information according to definite operational rules. 
Whether the actual work is done with the aid of cunei- 
form characters or with a properly programmed elec- 
tronic device is of relatively minor importance. 

Clearly a profession dedicated to furnishing depend- 
ible and useful information must specify the entity 
(ganization), identify its objectives, and evaluate 
conflicting objectives of different members and inter- 
ested groups. Through the years the accounting profes- 
sion has met these demands by reacting, without formal 
study or scholarly effort, to the needs of practical men 
of affairs. The new field of organization theory, on the 
other hand, is a scholarly synthesis compounded of soci- 
dlogy, social psychology, anthropology, and related 
fields; it attempts to find who make decisions and to 
identify the processes by which decisions are made. The 
essays by Haire (a psychologist) and Lazarsfeld (a soci- 
dlogist) give the reader an introduction to organization 
theory and related topics in Gestalt psychology, group 
dynamics, and holistic philosophy. 

_ Suggestions for acceptable accounting research top- 
‘ts may be found throughout these essays. How do 


businessmen and administrators reach decisions? What 
information do they use? How do they rank various 
kinds of information as to worthiness and reliability? 
How do bankers, creditors, stockholders, labor leaders, 
and others get information? How do they evaluate it? 
How do employees set their aspiration levels? How do 
employees react to budget goals imposed by outsiders? 
When do differences between standards and aspiration 
levels become wide enough to induce neurotic behavior 
and withdrawal? Are stresses in proportion to unfavor- 
able variances or are there discontinuities such as 
strong feelings of adequacy or inadequacy depending on 
whether the variances are black or red? How strong are 
the deterrents to non-organizational behavior set up by 
internal control devices? How effective is the fear of 
rejection if collusion fails? The pertinent questions to 
be discussed and investigated are almost endless. 

The reader of these essays cannot avoid a feeling of 
depression at the pitiful results accumulated to date by 
the behavioral scientists, but he will be discouraged still 
more to note that accountants have done nothing 
worthy of even a footnote. In fact, accounting is not 
mentioned in the index, no accountant is mentioned in 
the bibliographies, and neither accounting nor account- 
ants are mentioned by the essayists. Clearly accounting 
is based on behavioral assumptions. Where do we get 
them? How did they develop? Who decides which as- 
sumptions are to be preserved and which abandoned? 
The Darwinian approach is only a partial answer, for 
many accounting assumptions have long been due for 
extinction, and strong evidence is set forth in these 
essays that some new hypotheses must be given serious 
and immediate attention. 

Dahl (the political scientist) is concerned with busi- 
ness as a series of internal and external power structures 
and relations. He is concerned also with the techniques 
and measurement of influence and the procedures for 
exerting influence within and among power centers. 
Haire discusses the behavioral assumptions that most 
current business models demand. He reviews rapidly 
and clearly the place and attitudes of human relations 
experts including human engineers, who try to “manip- 
ulate the climate,” industrial psychologists, who wish 
to find individual differences and predict performance 
in the organization, and social psychologists who are 
concerned with the relations of group and the individ- 
ual. Haire laments the dearth of empirical studies in 
organization theory and the lack of studies that indi- 
cate the place of role, prestige, and status in the organi- 
zational hierarchy. He points out some studies in the 
field of communication theory and emphasizes the need 
for new and broadened information patterns to aid de- 
cisions made under conditions of uncertainty and within 
the framework of complex group structures. 
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Lazarsfeld tries to overcome the usual sociologist’s 
“ideological bias against business” and points out that 
management often adopts behavior patterns to avoid 
trouble and make it possible to live with the hostilities 
of conflicting members and groups. He is interested in 
what executives read, whom they listen to, what they 
talk about, how they make decisions, how they use 
business consultants, staff associates, lawyers, engineers, 
and other specialists. Lazarsfeld discusses the tensions 
and possible ambivalence encountered by insurance 
salesmen, advertising executives, and others who must 
resolve the many-role conflicts and ego-destroying 
aspects of their work. It is unfortunate that he does not 
consider the plight of the auditor and accountant. We 
have not begun to identify the stresses operating on 
and the roles played by members of the accounting and 
auditing profession. In some cases the father image with 
heroic overtones may be appropriate; in others the posi- 
tion of being a monitor (a tattle-tale or even a spy) 
may lead to ambivalence and “warp the personality.” 
Certainly the accountant image should provide an in- 
teresting object for study and research. Many can tes- 
tify that stresses and tensions do in fact exist. 

The general! merit of this volume is increased by gen- 
erous bibliographies and discussions that not only indi- 
cate where additional information may be found but in- 
vite the reader to initiate search for better understand- 
ing. The eagerness of such leading scholars to give 
credit to other workers who are investigating behavioral 
subjects is refreshing and should serve as an example 
for accountants, who far too often use the handbook 
procedure of quoting a recent, easily-found statement 
or, worse, of giving no credit at all. 

If, as Haire maintains, “the study of business is a 
behavioral science,” what can we say about accounting 
as the leading information-control service for business? 
It is the rare accountant who can read these essays and 
fail to conclude that we have much more thinking to do 
about objectives and the kinds of information that such 
objectives require. The problems of what information 
should be collected, classified, measured, and reported 
must constantly be reviewed in an environment of 
shifting objectives, changing behavior patterns, and 
new organizational and institutional frameworks. 

Cart T. DEvINE 
Visiting Professor of Business 
University of Chicago 


Rosert H. Grecory AND RicHarp L. VAN Horn, 
Automatic Data Processing Systems; Principles and 
Procedures (San Francisco: Wadsworth Publishing 
Company, Inc., 1960, pp. 705). 


Anyone seeking a solid grounding in the fundamen- 
tals of automatic data processing will find most of what 
he needs to know in this excellent book. Written as an 
introductory text, it deals with the principles and de- 
sign of information systems as well as with equipment 
and programming. Accountants and businessmen will 
find it useful as a source of background information, 
while specialists in data processing will use it as a train- 
ing text and reference work. 

Essentially two books in one, the first half describes 


electronic data processing equipment and programm 
techniques while the second half deals with designing 
and installing effective data processing systems, Pol. 
lowing an introduction which suggests that information 
producing systems using electronic digital computers 
will have important effects on business management 
several chapters are devoted to basic computer organi. 
zation and programming. A hypothetical computer 
with typical but simplified features serves to illustrate 
the material on programming. 

Several more chapters describe the features that are 
important in evaluating machines for particular applji- 
cations. These chapters include a useful series of eleven 
tables which present comparatively the features of 
twenty different computers of many manufacturers, 

The possibility is suggested of devising a composite 
index of machine features and of application character. 
istics which could be used to evaluate the suitability of 
any machine for a particular application. Readers will 
agree that such an index would be invaluable and it js 
to be hoped that one may yet be devised. 

The authors begin the second half of the book by 
stating that “few general principles or even rules exist 
to serve as guides for designing data processing sys 
tems.” They then proceed for ten chapters and with 
noteworthy success to correct this deficiency. 

Accountants and others interested in the design and 
use of accounting reports as managerial tools will finda 
number of stimulating ideas in the chapter on the na- 
ture of data and information. Many, if not most, con- 
ventional reports would tend, in the authors’ views, to 
be long on data but short on information, the latter be- 
ing, in their view, the significance derived from data, 
Exception reporting of departures from a normal range 
is presented as a principal device for improving the in- 
formation density of reports, and the concept of action 
initiation by the automatic data processing system is 
presented as a logical extension of exception reporting. 

Economic aspects of data processing systems are ex- 
amined at length in terms of the difference between the 
value of end product information and the cost of pro- 
ducing it. The best systems are said to be characterized 
by the largest excess of information value over informa- 
tion cost. Sound as the principle presented is, some 
readers are likely to question whether the dollar value 
of specific information can ever be known or estimated 
with sufficient accuracy to permit more than the most 
approximate comparison between cost and value. Even 
so the cost-value models presented are interesting and 
will stimulate thinking about possible approaches to the 
measurement of information value. 

Several chapters are devoted to the sequence of steps 
leading to the selection and installation of equipment. 
Readers concerned with feasibility studies, systems 
analysis, and systems design will find much useful it 
formation here. Concluding chapters deal with sciet- 
tific decision processes, or, what is more commonly but 
less meaningfully called, operations research. Several 
kinds of mathematical models are described and theit 
potential value as aids in business decision making & 
said to be high. 

Each chapter ends with a concise summary and 
series of abstracts of well chosen supplemental readings 
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An appendix which contains a dozen or two questions 
and problems for each of the nineteen chapters together 
with a glossary of the terminology of automatic data 
processing enhance the value of the book as a teaching 
sid, 


Practitioners in the field will welcome the book as an 
important addition to the literature of data processing 
snd ensuing crops of data processing specialists will find 
itinvaluable as a training aid. 

B. Toan, JR. 
Partner 

Price Waterhouse & Co. 

New York City 


Jous McCutLoucH, The Financial Executive, the Com- 
mon Market, and Taxes (New York: Lybrand, Ross 
Bros. & Montgomery, 1960, pp. vi, 154, gratis to 
clients.) 


This report represents an addition to the growing 
ody of literature pertinent to U. S. business participa- 
tin in the European Common Market. However, it 
hardly represents a contribution to knowledge of the 
subject. In effect, it reports on what already has been 
reported better—to say nothing of what has been ex- 
plained well. Obviously well-intended and enthusiastic, 
the report suffers not only from superficiality and in- 
completeness but equally from the writer’s apparently 
naive optimism. 

The central concern of the report under review is tax- 
ation within the Common Market as it is related to 
various forms of business organization and different na- 
tional locations. Having read his title, one is struck by 
the author’s expression of broader interest and larger 
purpose. During the summer of 1959, he undertook “a 
complete study of the Common Market, concentrating 
on those features which would be of particular interest 
to corporate financial executives in this country.” His 
purpose in doing this was to place his firm in positio.. 
“to discuss intelligently the tax, financial and account- 
ing aspects of the subject’’ with clients who were “‘ex- 
amining the advantages and disadvantages of active 
participation”’ in the Common Market. 

The report begins by presenting an historical and 
political summary of the Common Market together 
with its institutions, organization, and objectives. It 
continues with descriptions of the European Free Trade 
Area and its “Outer Seven,” and with the dimensions 
of the Common Market and U. S. direct investment in 
it. All this is done in five chapters within the brief space 
of 34 pages. With tight writing a useful result might 
have been achieved. However, haste seems to have led 
to inclusion of much that is extraneous and too little 
that is vital to the task set. Not only is the Common 
Market confused with the European Economic Com- 
munity, the objectives of the latter in founding the 
former are misinterpreted. In sum, the Common Market 
8 not clarified as a dynamic entity with which U. S. 
firms must be prepared to cope; and the hard-headed 
European managements already exploiting the oppor- 
tunities it presents are ignored. 

The two core chapters (pp. 35-49) which follow the 
background and framework material are more work- 


manlike and interesting. In the first of these, taxation 
of three alternative forms of possible U. S. Common 
Market enterprise is described. The forms of organiza- 
tion compared in this light are: 1) branches, 2) wholly- 
owned subsidiaries, and 3) owned “Base Companies” 
established in Switzerland to operate or hold operating 
subsidiaries in CM countries. Entitled “‘Taxation in the 
Common Market,’ and presenting comparisons of cor- 
porate income tax withholding rates and general tax 
considerations among CM countries (the “Inner Six’’), 
the principal interest of this chapter centers in its de- 
scription of Base Company organizational and opera- 
tional advantages and disadvantages from a tax point 
of view. This latter may be found stimulating since few 
U. S. companies have employed Base Companies either 
as operating or as holding companies for their foreign 
operations. 

The second of the two core chapters describes the 
team approach to selection of Common Market loca- 
tions and it suggests the uncertain duration of existing 
CM tax advantages. Harmonization of tax and other 
economic policies in accordance with the Treaty of 
Rome will at least reduce present tax differentials 
among the “Inner Six’’; and the fiscal and tax incentives 
which may be negotiated with respect to location in 
such CM countries as Italy are limited as to time and 
circumstance and are not necessarily renewable. While 
mere references to complex CM problems leaves much 
to be desired, this chapter also may be read to good ad- 
vantage at least by the uninitiated. 

The remaining two-thirds of the report (pp. 51-154) 
contain two appendices (A. Basic Economic Data of the 
Six and B. Systems of Taxation) and a set of six tables. 
The former purport to supplement background and 
f-amework materials, and the tables are employed to 


‘complement the core chapters. Here, again, much is ex- 


traneous and treatment is incomplete, inconsistent, 
superficial, and confusing. Means are not provided the 
reader to answer questions raised in the text. Inter- 
country comparisons are difficult both because presen- 
tation of data is not uniform and a common denomi- 
nator of values is not supplied. Data concerning the 
economies of the “Six” do not include advantages for 
investors in France and Germany; and while the ap- 
pendix on Systems of Taxation includes figures for 
Switzerland, that on Basic Economic Data does not. 
Values are in absolute figures and trends are not indi- 
cated. 

All in all, one has the impression that if this report 
is directed to top financial executives of U. S. firms com- 
petent to do business in the CM it carries too light a 
charge, being neither broad nor deep enough. While it 
suggests that other economic matters may outweigh 
tax considerations as factors in business decisions, so 
little is said of the former that Common Market tax 
rates are not seen in perspective. Full advantage has 
not been taken of the excellent studies of the subject by 
international agencies, governments, business associa- 
tions, financial institutions and individuals. A classified 
and annotated bibliography of what is good to best of 
the available literature could serve much more useful 
purposes than another bandwagon report. The corpo- 
rate financial executive must understand the general en- 
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vironment in which he operates, the tendencies it gen- 
erates, and the economic and social trends to: which 
these give rise. Comparative tax situations are sources 
neither of income nor of profits, but only provide oppor- 
tunities to defend the latter. Tax considerations are 


modifiers and hence of secondary importance. In this 
report they have been given undue prominence, 
Pau E. KorFrop 
Associate Professor, Economics 
University of Florida 


Statistics 


Freperick E. Croxton AND J. CowpeEN, 
Practical Business Statistics, Third Edition (Engle- 
wood Cliffs, N. J.: Prentice-Hall, Inc., 1960, pp. xx, 
701, $7.75). 


For twenty-five years Croxton and Cowden’s Practi- 
cal Business Statistics has been a standard basic text 
and a widely used reference manual for the office and 
laboratory. The first edition appeared in 1934 as a one- 
semester text, and since that time it has been the stu- 
dent’s choice among introductory texts. The third edi- 
tion, completely rewritten by Cowden, brings the work 
up-to-date and expands its usefulness in a wide range of 
fields wherever figures are collected, systematically ar- 
ranged, and analyzed for records, administrative con- 
trols, forecasting, and decision making. 

General A pplied Statistics, by the same authors (sec- 
ond edition 1955), treats some topics such as time series 
and correlation more extensively and apparently was 
meant to be a more general treatment for many fields 
other than business. But now Practical Business Statis- 
tics is the more comprehensive of the two and lends it- 
self most easily to the student or worker just beginning 
statistics in any field. At the same time it does not un- 
derrate the intelligence of the student. Effective teach- 
ing order and ease of mastery guided the writer in the 
choice and arrangement of material. Practical Statistics, 
it should be called, is doubtless the most useful ele- 
mentary book in the field. 

This edition adheres to the earlier practice of using 
actual internal data from current business operations to 
illustrate theory and applications. The procedures de- 
veloped are those presently being applied in business 
and industry, or they are innovations that might profit- 
ably be used. The authors have had the cooperation of 
numerous experts from various fields of private indus- 
try and government in the preparation of material, inte- 
grating theory into practice, and the critical review of 
the treatment. The realistic business-like approach is 
accentuated further by the handling of sources and col- 
lection of data. Statistics are treated pragmatically as 
things to be developed from systematically designed 
samples and not merely drawn from source books. 

Subjects covered include the nature and uses of sta- 
tistics; sources, collection, presentation, and analysis of 
data; probability and the normal curve; sampling de- 
sign; averages; dispersion; statistical inference; tests of 
hypotheses and confidence limits; regression and corre- 
lation; analysis of time series and index numbers; mul- 
tiple and partial correlation; polynomial trends; and 
tests of homogeneity and independence. Statistical in- 
ference is introduced along with probability early in the 
book, and throughout a good balance is maintained 
between descriptive and analytical statistics. Thus, the 


power of the test and the operating characteristics of 
tests are treated as essential parts of decision making. 
There is also a neat balance between rigorous methods 
and shortcuts in computation for practical application, 

Accountants and auditors already make extensive 
use of sampling and other statistical procedures, but 
recent writers have urged even a greater application of 
statistical methods. Likewise, personnel recruitment 
among colleges attests to a growing demand for account- 
ing majors who have had more than the required one- 
or two-semester course in statistics. The accounting pro- 
fession both in teaching and in practice will find in 
Croxton and Cowden’s two books and in Cowden’s 
Statistical Methods in Quality Control (1957) the means 
of implementing and expanding the suggestions of True- 
blocd and Cyert in Sampling Techniques in Accounting 
and of Vance and Neter in Statistical Sampling for 
Auditors and Accountants. 

As a text for a one-year course in basic statistics this 
book has few competitors. Selected portions can also be 
used for a one-semester course. Its wide coverage makes 
it a useful manual. It is also a contribution to the im- 
provement of teaching material and to the literature on 
the practical applications of statistical methods. 

The staff of Prentice-Hall should be complemented 
on the high quality of bookmaking achieved in handling 
the difficult matter of statistical formula, tables, and 
charts. Judicious use of spacing and type variation con- 
tribute to the ease of reading and comprehension. The 
authors also have contributed to this end with their 
simple explicit conversational style. The text is accom- 
panied by a second edition of Practical Problems in 
Business Statistics by Dudley J. and Mercedes S. Cow- 
den. The separate workbook is intended primarily fora 
one-semester course. 

Lewis C. COPELAND 
Associate Professor of Statistics 
The University of Tennessee 


Stonm, Morris JAMES, Sampling in a Nutshell (New 
York: Simon and Schuster, Inc., 1960, pp. 145, 
$3.50). 


This book is designed to give non-statisticians, and 
especially businessmen, an introduction to sampling 
methods. Its purpose is to indicate the basis on which 
statistical sampling proceeds, to describe some of the 
methods and terminology used, to indicate what the 
methods can accomplish, and to illustrate their achieve 
ments with cases. All this is done with almost no re 
course to mathematical formulas and with considerable 
leavening in the form of humor. 

The author describes the basis for sampling calcul 
tions in probability computations, but also takes pails 
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to describe the operational arrangements needed to 
jwid error in practical sampling work. He indicates the 
sidespread applications of statistical sampling in sev- 
eal chapters, including one on case histories and one 
m applications to accounting data. Part of the work 
jals with fundamental sampling methods and termi- 
nology, but jargon has been avoided as a rule. For ex- 
ample, simple random sampling, cluster sampling, sys- 
tematic sampling, and acceptance sampling are all chap- 
ter headings (chapters are often very short, since 27 
ueincluded in a book of 145 pages). 

The humor provides a chuckle now and then that 
will be appreciated by people impressed with the dry- 
ness of statistical methods in the pure form. For ex- 
ample, in making the point that a complete count may 
teless accurate than an estimate obtained from a care- 


and re-counting a heap of boiled peas the size of a dunce 
cap until he gets the same total twice. 

The cases cited are drawn from statistical literature 
for the most part and some of them may be familiar to 
readers who have already been looking at statistical 
sampling. However, they are numerous and varied and 
many of them represent important applications that 
were innovations when the case first developed. 

The book serves its purpose of giving an elementary 
idea of statistical sampling methods very well, and is 
recommended both to those who wish to know some- 
thing about the methods without going further and to 
those who wish to obtain an operating knowledge of 
them but who wish to get started painlessly. 

LAWRENCE L. VANCE 
Professor of Accounting 


fully drawn sampling plan the author suggests that University of California 
ayone who believes that a 100 per cent count auto- Berkeley 
matically provides the true figure should try counting 

Taxes 


Feeperick L. Brrp, The General Property Tax: Find- 
ings of the 1957 Census of Governments (Chicago: 
Public Administration Service, 1960, pp. 77, $3.00), 


Two competencies of a high order are merged in this 
study, the first volume that adequately puts into focus 
the role and meaning of taxable assessed valuation in 
leal government. First, the Pureau of the Census, as 
part of the 1957 Census of Governments, assembled 
nationwide assessment information for 1956 that was 
published as Taxable Property Values in the United 
States. This publication was no mere conventional as- 
smblage of data showing assessed values for real and 
personal property. Real estate was classified into major 
use groups revealing how the tax load was distributed 
among nonfarm residences, acreage and farms, vacant 
lots, and commercial! and industrial properties. Shifts 
in tax loads were disclosed by the degree of tax exemp- 
tion. Inequities in the distribution of the tax load were 
measured by the relation of assessed and market value 
through several ratios in addition to the simple sales- 
based average. 

Second, the author, formerly research director of 
Dun and Bradstreet, brought to the evaluation of the 
Census statistics an experience and judgment seasoned 
by long and close familiarity with state and local fi- 
nance. Moreover, he availed himself of his rich experi- 
ence by adding illuminating instances of assessment 
practices in different states. Between the Census, and 
the author, new and welcome light is thrown on assess- 
ment problems and on the degree to which assessment 
standards are observed or too often disregarded. 

Taxpayers and accountants, not to mention officials, 
have so long taken the property tax for granted that 
assessments frequently slip into a hazy obscurity that 
tequires clarification, for example, of what is meant by 
“value” and of the validity of the sales-market ratio 
for indicating assessment practice. Despite varying ter- 
minology, state laws usually set up market value as the 
standard for local valuation, of which sales value is an 


objective test. Dr. Bird points out the limitation of sales 
data, which vary in value with the representativeness of 
the parcels, types of property, and the environmental 
changes that erode or inflate values. The careful selec- 
tion and classification of the Census sample of proper- 
ties minimized, though did not eliminate, these draw- 
backs to the sales-ratio method. 

Statistical confirmation is given to the long recog- 
nized evils of discriminatory assessment and under- 
assessment. Especially significant is the author’s find- 
ing “that inequality of assessment tends to increase as 
the level of assessment declines.” He is dubious, there- 
fore, of the shotgun wedding of legalized underassess- 
ment and uniformity in the assessment base. If the na- 
tional assessed-sales ratio, which was di i 
low at 30 per cent in 1956, were raised to 75 per cent, 
I suspect that he would lead the cheering section and 
admit to a margin of tolerance or a cushion for the er- 
rancy of valuation judgment and ratios and the oscilla- 
tion of market values. Local assessment administration 
is tested as to uniformity both in an intra-area sense 
and in an inter-area sense, revealing that a satisfactory 
quality of administration is attainable. 

Since that quality has been attained only in a mi- 
nority of jurisdictions, assessment administration must 
be significantly improved not only to serve the ideal of 
equity but also to eradicate the corrosive reaction of 
poor assessments on tax.and borrowing powers, local 
organization, and state-local relations. Remedies must 
be sought at both the local and state levels, each level 
having been remiss. If local assessing is well organized 
and staffed, state supervision of assessments could be 
confined to cooperative and technical assistance. If the 
local organization is faulty, more drastic state control is 
called for. 

The accountant will not find in the Bird study any 
blueprint for installing or auditing accounts. If he. is 
professionally concerned with property taxation, 
though, he will be better equipped by mastering this 
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realistic examination of the assessment process. Every 
citizen interested in his community can obtain from 
this study a grasp of one of the key or strategic prob- 
lems whose solution is necessary for responsible and de- 
fensible community government. 
Wytre KILPATRICK 
Research Professor 
University of Florida 


Tax Institute, Depreciation and Taxes (Princeton, New 
Jersey; Tax Institute, Inc., 1959, pp. viii, pp. 248, 
$6.00). 


The Tax Institute in its 1959 annual symposium at- 
tempted to focus attention on a major problem, the 
combined problem of depreciation and taxes, by af- 
fording an opportunity for discussion by informed par- 
ticipants representing different points of view. The pro- 
ceedings were divided into four parts. 

Part one, Fundamentals of Depreciation Policy, 
dealt with the purposes and functions of depreciation 
under the income tax, depreciation as an element in in- 
vestment decisions, depreciation experiences under the 
1954 act, and management responsibility for deprecia- 
tion po icy. 

Part two, Depreciation and Changing Price Level, 
reviewed fundamental economic issues, phantom profits 
as seen by an accountant in a period of inflation, the spe- 
cific problems of utilities which require more years of 
sales to equal total assets than any other type of indus- 
trial activity, and management responsibility in infla- 
tion. The discussion of depreciation and the changing 
price level created more controversy than any other 
phase of the symposium. In addition, this section shows 
first the man who wants to do something about inequity 
caused by inflation, and second, the man who knows 
that something is wrong but fears that correction might 
create further injustices. Furthermore, management in 
many cases wants to follow the policy of “letting sleep- 
ing dogs lie.” 

Part three, Specific Aspects of Tax Policy and Man- 
agement Decisions, discusses realistic depreciation and 
compensation policies, the Internal Revenue policy on 
depreciation, and the relation of depreciation to capital 
gains. Part three discusses also management weaknesses 
in setting up sound depreciation practices; misinformed, 
shortsighted, and selfish managements; and the part 
that revenue rulings, the straight line method, and con- 
sistency and salvage have played in the depreciation 
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role. This section gives one the impression that the gov. 
ernment makes the rules on depreciation when such 
rule-making ought to be the prerogative of good bus. 
ness. 
Part four, Considerations in Depreciation Reform 
was the most interesting to me in that it brought out de. 
preciation practices in foreign countries, the proposals 
for depreciation reform, and the establishment of pri- 
orities in tax reform. 

This publication should be studied by all graduate 
students in accounting and economics in that it does 
present the problems created by a long period of infla- 
tion, inequities that arise out of those problems, and 
some of the solutions that have been attempted. My 
main criticism is that the majority of the speakers have 
the information in hand but have not used it to prove 
the point. In some instances it appears that the ac. 
countant needs to know more economics and that the 
economist and banker need to know more accounting, 
In addition, I think accountants need to study the re- 
sults of the post World War I inflationary period, es. 
pecially in such countries as Germany. It seems that we 
are attempting to solve the problem in the same way as 
the farmer who would attempt to guide a horse by his 
tail instead of by a bridle. Our problems would disappear 
if we could bridle inflation; and it appears that we may 
have to use a bicycle type of bridle, for runaway infla- 
tion can do a lot more damage than a runaway horse, 
Using the words of one of the speakers, I conclude, 
‘What we should be doing about inflation is a matter 
for each of us personally as well as for the country asa 
whole to decide. We have wasted too much time al- 
ready, and we have talked too much in meetings such 
as this one about the consequences of inflation. Then, 
after we finish talking, we merely go back to our respec- 
tive positions, and proceed to build shelters for our- 
selves. This point is very clear to me, because I spend 
much of my time advising our clients on the methods of 
building these inflationary shelters. However, I am 
constantly aware of the problem facing many millions 
of people who go merrily down the street not knowing 
anything about the dangers of inflation as it affects 
them and their futures, and the fact that they do not 
even know what inflation shelters are.” 

JosepH CERNY 
Professor of Accountancy 
University of Mississippi 
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2 NEW 1960 TITLES... 


e READINGS IN COST ACCOUNTING 
BUDGETING AND CONTROL 
Second Edition 
Edited by William E. Thomas, University of Illinois 
This new edition of a book designed for the advanced or graduate course 
in cost accounting contains six new articles that were not in the previous 
edition. The second edition can be used effectively for (1) supplementary 
readings for the undergraduate cost accounting course, (2) the graduate 


course in cost accounting or budgeting, and (3) a senior seminar for ac- 
counting majors. 


READINGS IN COST ACCOUNTING, BUDGETING, AND CON- 
TROL, Second Edition, may be ordered from the nearest office of South- 
Western Publishing Co. at a list price of $7.00, less the college discount. 
If books are ordered for class use, the price of the examination copy will be 
refunded. All royalties on this book are paid to the American Account- 


ing Association. 


e READINGS IN AUDITING 


By James J. Johnson, Louisiana Polytechnic Institute 
J. Herman Brasseaux, Louisiana State University, New Orleans 


This new book provides a cross section of current literature in the field 
of auditing presented in a related and useful sequence. It is designed to 
broaden and challenge the reader. 


The authors selected articles of high quality. Care was used to avoid du- 
plicating the contents of basic auditing textbooks. In certain controversial 
areas more than one point of view is presented. Editorial comments are in- 
cluded for each section and subsection to furnish a tie-in for the various 
articles and to make for continuity of thought. A supplementary bibliog- 
raphy of selected periodicals is also included. 


READINGS IN AUDITING is an ideal textbook for a second or advanced 
course. It is also appropriate for a readings book in advanced or graduate 
auditing courses. 


SOUTH-WESTERN PUBLISHING CO. 


(Specialists in Business and Economic Education) 
Cincinnati 27, New Rochelle, N.Y., Chicago 5, San Francisco 3, Dallas 2 
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PRENTICE-HALL 
ACCOUNTING 
TEXTS 


Municipal & Governmental 

Accounting 

4th edition 

by IRVING TENNER, and ED- 

WARD S. LYNN, University of 

Wisconsin, on leave to American 

Institute of Certified Public Ac- 

countants 

The new edition of Tenner and 
Lynn’s successful text presents new, 
revised and updated material to give 
a complete practical treatment of all 
aspects of its subject. 

New material includes: a discus- 
sion of performance budgeting * an 
introduction to governmental organi- 
zation * new materials on reporting 
and its role in organizational control 
and public information * expansion 
of the auditing section. 

1960 640 pages 
Trade price: $11.35* 

* Also Available in Text Edition 

For Quantity Sales 


Mathematics of Accounting 
4th edition 

new revision by W. J. McCAL- 

LION, McMaster University 

(Ontario); original by ARTHUR 

B. CURTIS and JOHN 4. 

COOPER. 

Here is the basic text in the 
mathematics of accounting. The ap- 
proach is towards a sound mathe- 
matical understanding which dis- 
solves comprehension difficulties, 
Outstanding features: 

* mathematical approach 

* exploitation of simple mathemati- 
cal formulae 

* large number of examples 

* suitability for Canadian as well as 
American use. 

Jan. 1961 560 pp. 

Trade price: $10.60* 


Accounting Systems 
procedures 
and methods 


2nd edition 


by CECIL GILLESPIE, C.P.A., 
Northwestern University 


Using a functional approach, this 
successful text on accounting sys- 
tems covers design, methods and pro- 
cedures. 


Features of the new Second Edi- 
tion: length shortened (reduced from 
36 to 26 chapters) 
¢ three entirely new chapters on 
electronic data processing 
* new description of complete sys- 
tems analysis and design 
* completely rewritten to include 
latest methods and machines. 


Mar. 1961 768 pp. 
Trade price: $13.35* 


cCAL- 
versity 
THUR 
IN H. 


Cost Administration Auditing Principles 
cases and notes objectives, 
procedures and 
by EARL D. BENNETT, working papers 
University of Texas 2nd edition 
by HOWARD F. STETTLER 
This book based on a collection University of Kansas 
of 40 cases analyzes all aspects of This reorganization portrays ac- 
cost administration. curately the work of the practicing 


auditor in a way that will be stimulat- 


¢ Provides coverage of the full scope ing to the student 


of problems and processes of collect- 


ing and reporting data for use in plan- Changes from the First Edition en- 
ning internal activities of the firm. compass recent developments and in- 
* Relates cost control to production new bape 
and to inventory control procedures. 
* Introduces data processing consid- on accountants’ legal liabiilty + ref- 
erations in the design and develop- erences to oe or cine 
ment of information systems. oling 
1960 606 pp. niques. 
Also available: Newton & Stet- 
Trade price: $11.35* = 
w in 
with the above book. ne 
Jan. 1961 864 
Trade price: $10.00* 
Principles of Accounting, 
Advanced 
Sth edition 


by HARRY A. FINNEY, C.P.A., 
and HERBERT E. MILLER, C.P.A., University of Michigan 
Culminating the Finney and Miller Coordinated Accounting 


Series, PRINCIPLES OF ACCOUNTING, ADVANCED, presents 
a clear and authoritative treatment of advanced accounting prin- 
ciples and practices. Dealing with specialized accounting subjects, 
the text is geared to the needs of advanced accounting students, in- 
cluding those who are working toward the C.P.A. examination. 

Strong emphasis is placed on accounting theory with atten- 
tion given to Bulletins of the AICPA and to the concepts and stand- 
ards of the AAA. This book has long been recognized as the most 
authoritative and most successful in its field. 


1960 912 pp. Trade price: $11.35* 
va Receive Approval Copies, Write: Box 903, Dept. AR 
H 


PRENTICE-HALL, Inc. 
Englewood Cliffs, New Jersey 
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Outstanding RONALD Books ... 


FEDERAL INCOME TAXATION 
TAX PRINCIPLES AND TAX PLANNING 


ROBERT S. HOLZMAN, New York University 


This skillfully organized new textbook pro- porate treatment. Every portion of the text js 
vides a sound indoctrination in tax law and how related to the appropriate section of the Intern] 
to use it in planning a business transaction, ac- Revenue Code, and each chapter contains a se 
cumulating data, weighing alternative courses of lective list of outstanding professional articles, 


action, and justifying what appears on a return. oom 
Such items as capital gains, net operating loss, books, and citations of leading tax cases. “Highly 


contributions, business expenses, and many oth- recommended .” ACCOUNTANTS Dicest. 
ers are treated as a whole, with subsections show- S¢ructor’s Manual available. 1960. 746 pp.; 4 
ing the difference between individual and cor-  ills., tables. $8.00 


COST ACCOUNTING 


THEODORE LANG, CPA, New York University; WALTER B. McFARLAND, 
Columbia University; and MICHAEL SCHIFF, New York University 


Well-balanced textbook analyzes cost account- questions are provided for each chapter; exten. 
ing as a tool of managerial control. It fully dis- sive use is made of forms, charts, and illustra. 
cusses specific cost accounting procedures and tive examples. Three practice sets—process costs, 
mechanics consistent with modern business prac- job order, and standard costs—are available sep- 
tice, the principles underlying recommended pro-__arately. “Admirable combination of comprehen- 
cedures. Book emphasizes the early treatment of sive treatment and comprehensible writing style.” 


process costs; includes extensive discussions of —THE AccouNTING Review. Instructor's Manual 
standard costs, forward planning, and compara- available. 1953. 741 pp.; 199 forms, charts. 
tive cost analysis. Realistic problems and review $7.00 


INTERNAL AUDITING 


VICTOR Z. BRINK, CPA, Ford Motor Company; 
Revised by JAMES A. CASHIN, CPA, New York University 


An authoritative, teachable guide to internal activities as sales, purchasing, production, and 
auditing—its nature, functions, and methods of distribution. “The authoritative voice on proper 
procedure. This pioneering textbook thoroughly _jnzernal procedure and practice.” —Feneral Ac- 
ihe formulation and ection of inet; Instructors Manual and. Pole 
verifying the accuracy of records. Covers the ex- and Questions Manual available. 2nd Ed., 1958. 


tension of auditing procedures to such operating 478 pp., Illus. $8.00 


ACCOUNTING SYSTEMS 


DESIGN and INSTALLATION 


J. BROOKS HECKERT, CPA, The Ohio State University; and 
HARRY D. KERRIGAN, University of Connecticut 


Detailed instructions for building, installing, ing procedure. Numerous cases, forms, diagrams, 
or improving any accounting system. Organized _ flow charts, and photographs selected from many 
in proper chronological sequence around the es- types of business concerns are included. “First 
sential business functions, the book shows stu- are... well written . . . an excellent addition 


dents how to analyze systems situations, deter- to the literature of the field.”—Accountinc Rt 
mine statistics needed, design records and pro- ‘able. 2nd Ele 
cedures for efficient coordination of operations. VIEW. Instructor's Manual available. 


Stresses internal control aspects of each account- 1953. 663 pp., 348 ills. 


THE RONALD PRESS COMPANY 


15 East 26th Street, New York 10, New York 
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Accountants’ COST HANDBOOK 


Edited by ROBERT |. DICKEY, University of Illinois 


Now completely revised, this standard Hand- 
hook provides a comprehensive treatment of the 
yhole range of accounting for costs in modern 
industry. It offers authoritative explanations of 
the cost policies and programs most likely to lead 
to successful results. Describes the effective de- 
sign and adjustment of cost systems and the 
operating standards, forms, records, and reports 


which have demonstrated their utility and de- 
pendability. Focusing on recent developments 
and systems, Handbook shows how today’s cost 
accounting relates to management, engineering, 
production, financing, purchasing, and the work 
of the general accountant. Board of 22 Editors. 
1960. 1,046 pp.; 266 ills., tables. $15.00 


ACCOUNTANTS HANDBOOK 


Edited by RUFUS WIXON, University of Pennsylvania, and 
WALTER G. KELL, Syracuse University 


Ato-Z guidance for all those who use account- 
ing information or help to prepare it. All-inclu- 
sive standard Handbook explains overlapping ac- 
counting, legal, and regulatory factors that affect 
vital decisions concerning financial reports, ex- 
ecutive pay plans, dividends, taxes, depreciation 
policy, and audit procedures. Standard authority 
for over 35 years, the Accountants’ Handbook re- 


flects sound principles, successful practice over 
the entire field of business and financial account- 
ing. Includes complete coverage of financial state- 
ments; statistical methods and tables; employee 
compensation; investments; partnership, govern- 
mental, institutional, fiduciary accounting; lia- 
bilities; etc. Board of 28 Editors. 4th Ed., 1956. 
1,616 pp.; 407 ills., tables. $15.00 


Montgomery's AUDITING 


NORMAN J. LENHART, CPA, and PHILIP L. DEFLIESE, CPA, 
—Partners of Lybrand, Ross Bros. & Montgomery 


Famous guide provides the student of audit- 
ing with indispensable help in: mastering the fun- 
damentals of sound accounting and financial man- 
agement. Eighth Edition fully reflects the impact 
of legislation, rulings of accounting societies and 
government agencies, business conditions, taxes. 
Gives policy advice based on the cumulative ex- 
perience of the authors and their professional 
associates, forthright opinion on controversial 


issues, practical working procedures. Insuring an 
all-round grasp of the subject, it discusses each 
major account in tezms of (1) accounting prin- 
ciples, (2) internal control, (3) auditing proce- 
dures, and (4) statement presentation. “An 
authoritative answer to the numberless practical 
problems which arise daily.”—-N.Y. CERTIFIED 
Pusiic Accountant. 8th Ed., 1957. 766 


BUDGETING 


PRINCIPLES and PRACTICE 
HERMAN C. HEISER, CPA, Partner, Lybrand, Ross Bros. & Montgomery 


This authoritative book presents budgeting in 
full perspective as a prime management tool for 
continuous profit planning and profit control. 
Emphasizing principles essential in building and 
maintaining a workable budget, it shows how 
scientific budgeting procedures today enable the 
usiness entity to make prompt, accurate deci- 
sions to adjust its courses of action as external 
and internal forces change. A continuous illus- 


tration is provided early in the book by a com- 
plete budget in its finished form. This serves as 
a framework for the principles discussed, and 
points up essential relationships within the vari- 
ous segments of the budget. “An outstanding ex- 
position of the art of budgeting.” —JouRNAL OF 
Accountinc. 1959. 415 pp., 95 ills. $10.00 


THE RONALD Press COMPANY 


15 East 26th Street, New York 10, New York 
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from MACMILLAN... 


ESSENTIALS OF ACCOUNTING 


by WILLIAM A. PATON and ROBERT L, DIXON, both, the Uni- 
versity of Michigan 
“As a text for a one year course in accounting principles, this book is 
considerably better than any of its predecessors. As an authoritative ad- 
dition to accounting literature, devoted to the task of improving the use- 
fulness of accounting, its position remains unchallenged.” 
Paul Fertig, The Ohio State University 
The Accounting Review 
1958 800 pages $7.50 


designed for use with ESSENTIALS OF ACCOUNTING: 


PROBLEMS AND PRACTICE SETS for ESSENTIALS OF 
ACCOUNTING 


by ROBERT L. DIXON, WILLIAM A. PATON, JR., and ROBERT 
H. COJEEN, both, Flint College, the University of Michigan $3.90 


RULED FORMS for PROBLEMS AND PRACTICE SETS for 
ESSENTIALS OF ACCOUNTING $4.50 


FUNDAMENTALS OF ACCOUNTING, Revised Edition 


by the late DONALD H. MACKENZIE, University of Washington 
“In addition to the cost-revenue approach, the book’s emphasis on 
managerial use of accounting is distinctive. . . . The approach is simpli- 
fied, but the result is that the student is not left with the idea that ac- 
counting is a problem of recording for recording’s sake. Similarly he will 
not feel that he moves from one world to another as he moves from ac- 
counting to economics. . . . The problems. . . are very satisfactory for an 
elementary text.” 
Carl L. Nelson, University of Minnesota 


The Accounting Review 

1956 742 pages $7.50 
designed for use with FUNDAMENTALS OF ACCOUNTING: 

Work Forms for Chapter Problems $3.50 
Practice Sets $1.50 
Practice Sets for R. S. Stewart Company $1.75 
Practice Sets for Suburban Style Shop $1.65 
Practice Sets for the Panton Door Manufacturing Company $1.65 


The Macmillan 


60 FIFTH AVENUE, NEW YORK 11, N. Y. 
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LAS, of course, is not in competition ; a 
with colleges or universities. Operating in the field of 
adult education, its function is to provide complete 
technical training in accounting and allied subjects, as well as refresher 
or advanced courses to those with previous accounting training. Also, in these 
complex times many with excellent educational 


One or more college 
degrees frequently are 
noted among the 

listed qualifications 

of IAS enrollees. 

During the past 

ten years* 14,872 

men and women who had 
graduated from 

college or university 
enrolled for IAS training. 
During that same period 
more than that number 
of others whose college 
or university programs 
had been interrupted 
prior to graduation 

also enrolled. 


“January, 1950 
through 
December, 1959 


'A8 18 AN ACCREDITED SCHOOL, ACCREDITED BY THE ACCREDITING COMMISSION OF THE NATIONAL HOME STUDY COUNCIL 


backgrounds in the arts or sciences discover a 
need for professional training in accounting. 


© Throughout the country many university instructors 
in accounting make it a point to suggest IAS when they 
are asked to recommend a good home-study school. We 
are grateful for their fine co-operation. 


e The IAS elective plan enables the student to concen- 
trate his study efforts on those subjects that are a matter 
of practical concern in his work. Through home study, 
college graduates and others in need of refresher 
courses or additional advanced training can add to 
their technical backgrounds by making constructive use 
F of their spare time. 


The school’s 24-page Cata- 
logue A is available free upon 
request. Address your card or 
letter to the Secretary, 1AS 


INTERNATIONAL ACCOUNTANTS 
SOCIETY, INCORPORATED 


A Correspondence School Since 1903 
209 WEST JACKSON BOULEVARD ¢ CHICAGO 6, ILLINOIS 
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MORE THAN 5,000 
CPAs HAVE HAD 
PART OR ALL 
OF THEIR AC- 
COUNTING TRAIN- 
ING THROUGH 
LASALLE 


TO THE ACCOUNTANT WHO WANTS TO BECOME A CPA 


We invite you to see for yourself 
how LaSalle’s famous “Problem 
Method” can prepare you 
quickly — thoroughly —for CPA 
examinations. 


When over 5,000 of all the 
CPAs in the entire U.S. have 
received part or all of their 
training from one outstanding 
institution—there must be a 
good reason for such institu- 
tional leadership. 


In addition, when that institu- 
tion is so sure of its training 
methods that it offers free con- 
tinued Training to any graduate 
who fails to pass the CPA 
‘examinations—again, there must 
be a very special reason for such 
confidence. 


That answer is this: 


In LaSalle’s Problem Method of 
training you “learn by doing.” 
You lesrn not just the solutions 
to a given set of typical CPA 


examination problems, but you 
acquire a mastery of the prin- 
ciples which guide you in solving 
all related accounting problems. 
Such resourcefulness and ability 
is your strongest assurance of 
success on the job and in the 
examinations. 


This free sample lesson will let 
you see for yourself exactly how 
LaSalle’s Problem Method is 
used ... what it is and how it 
works. You will then be able 
to understand LaSalle’s remark- 


able record of having helped 
over 5,000 candidates win the 
coveted CPA certificate. 


If you are ready to begin your 
preparation—or soon may be— 
you will find this sample lesson 
of great interest and value. 
Just send your name and address 
on the coupon below. The 
sample lesson will come to you 
without cost or obligation ... 
together with an outline and 
complete information about 
LaSalle’s training plan. 


Accredited Member, National Home Study Council 


LoSolle’s Problem Method of CPA Training. 


LASALLE EXTENSION UNIVERSITY 
A Correspondence Institution 
417 South Dearborn St., Dept. 1062-H, Chicago 5, Illinois 
Please send free sample CPA lesson—also complete information cbout 


City, Zone & Stote. 


a 
THIS FREE SAMPLE LESSON 
in CPA Training 
ined 
Address. 


From Chilton— 


ACCOUNTING: Administrative & Financial 


by George R. Husband, Ph.D., Late Professor 
of Accounting, Wayne State University 


This important new text, designed essentially for an accelerated accounting 
course, presents a philosophical treatment of accounting and its underlying concepts. 
While treatment of the topics is condensed as is appropriate for an accelerated 
course in administrative accounting, the book is in no respect a survey of accounting. 
Subject matter is covered in depth and the many problems are searching and con- 
ducive to a thorough understanding of the functions of accounting and the services 
it provides. 


“I have examined the book with great interest and found it to be a 
very well written work. I like the approach to the subject, especially the 
sequencing of the material, and the good balance between details and im- 
plications. Dr. Husband has tied in the administrative point of view with 
the various techniques, which should lead to a high degree of student inter- 
est. 


“Especially useful are the sections on statement analysis as they are 
tied to the preparation of the statements themselves. Also the budgeting 
concepts are well presented.” 

Erich A. Helfert 
Harvard University 


1960, 500 pages, $7.50 
Instructors Manual Available 


For Introductory and Intermediate Accounting— 


Chilton Accounting Solution Forms 


200 individual accounting forms designed to fit into 
any course and with any text. Sheets have no headings, 
thereby adding to flexibility. $3.50 


Send Now For Your “On Approval” Examination Copies 


C CHILTON COMPANY, BOOK DIVISION, PHILADELPHIA 39 
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For your fall tar classes... 
FEDERAL 


TAX CGURSE 
1961 


© Today’s Most Teachable Tax Text 


...carefully edited, thoroughly revised, 1961 CCH Federal Tax Course 
is designed to save you time in effectively teaching today's federal 
taxation classes 


realistic, practical, the CCH Course places sharp emphasis on 
student understanding in every one of over 1,100 pages 


,..nundreds of logical examples illustrate and explain complex points 


...dozens of new “comprehensive” and research-type problems 


... brand-new chapter on “Finding Answers to Federal Tax Questions” REVISED 
helps students solve research problems SIMPLIFIED 
...over 400 problems, more than ever before, test student know-how; DEPENDABLE 
cover research in government and other publications; excellent for 
assignment, quizzes and examinations (solutions available UP-TO-DATE 
separately) A “TEACHER'S” TEXT 


...two filled-in tax forms books explain, step-by-step, correct prep- 
aration of various income tax return forms, with student problems FLEXIBLE COVER 
booklet and blank tax forms included 


BOUND IN DURABLE 


..-new, improved, enlarged Teacher's Manual— 
over 600 pages—in handy easel-type binder— 
frees you from tedious routine preparation; gives 
you work-saving, easy-to-use course outlines and 
‘lecture notes; solutions to text problems; PLUS 
special examination problems and solutions. 


@ Easy to Understand, Easy to Teach— 
Adopted in Literally Hundreds of Schools 


COMMERCE, CLEARING, HOUSE, INC.. 


your examination PUBLISHERS of TORIGAL LAW CATS 
Naw i> WASHINGTON 4. 
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ASSOCIATE MEMBERSHIP 


in the 


AMERICAN ACCOUNTING ASSOCIATION 
can be obtained by students 
FOR $2.00 PER YEAR ($6.00 for 3 years) 


Such membership includes a subscription to the ACCOUNTING REVIEW, which is mailed 
directly to the student. This is a quarterly publication, with issues in January, April, July, and 
October. Your first issue should reach you in about three weeks from the date of your order. 
As far as possible, new subscriptions will start with the latest issue already published at the cime 
the subscription is received. Your subscription will start with earlier issues if you so request. 


Applications should be signed by instructors who are members of the American Accounting 
Association. 


Associate memberships are intended as a subsidy to students and are not designed for use by 
other persons. A subscription under an associate memberhip will not be honored if it is to start 
after a person leaves the status of a student. Applications for full membership or subscriptions 
to the Accounting Review are available for persons who are not students. 


A student who now is an associate member may request that such membership be extended while 
he is in the armed services. Such extension will be granted only for one year at a time and only 
if the regular fee is paid and is accompanied by an associate membership blank signed by the 
student's last instructor. Additional requests for extension may be submitted in the future for each 
year the student is in service. 


WRITE FOR A SUPPLY OF APPLICATION BLANKS 


AMERICAN ACCOUNTING ASSOCIATION 
School of Commerce 
University of Wisconsin 
Madison 6, Wisconsin 


(Place your name on this advertisement and use it as an order form) 


- 
| 
| 
— 


PLACEMENT INFORMATION 


College Accounting Professor—MBA, CPA, member of Phi Beta Kappa, desires change 
to permanent position in College or University in Southeast. Man has ample experience 
in college teaching and in public and industrial accounting. #4601 


MBA, CPA, seven years college teaching experience, five years public accounting, five 
years private accounting experience, desires permanent position teaching accounting 
and related business subjects. Qualified in theory & practice, income tax, auditing, 
municipal, etc. #4602 


For information write te: AMERICAN ACCOUNTING ASSOCIATION 
School of Commerce 
University of Wisconsin 
Madison 6, Wisconsin 
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STANDARDIZED AUDIT WORKING PAPERS 


(What most accountants thought impossible) 
and other BOOKS, ETC., by Staples 


STANBARD IED AUDIT WORKING PAPERS (full size set complete, including sufficient extra copies of 


po he to be the first workable, comprehensive set of standardized audit made avail- 
able to practicing accountants, generally, in the U.S., for actual use in the ys Fg ds of sets 


already sold. 
THE ACCOUNTANT, LONDON: ‘A monument of es He has tried to standardize the r~ be field 


of auditing. If he has succeeded, he has substituted his own skill for that of the audit es 
and has produced mechanized auditing.’ 
A book containing each of the above 67 standardized audit WP's in reduced size, filled out for a 

CANADIAN ‘CHARTERED ACCOUNTANT: ‘reflect ond 

ANADIA A re, $ years oO experience in carrying out super- 

vising audit work. 4 revelation in the foundation it provides for carrying out an Sdicient andit. 4 
ver precios and instructive book.’ 

THE CHARTERED ACCOUNTANT OF AUSTRALIA: ‘Of the greatest possible 
THE ACCOUNTANT, LONDON: ‘the application of wide experience to « hig fe basis.” 
THE ACCOUNTANTS ae gre NEW ZEALAND: ‘4 valuable discipline to any practitioner . who 
cannot fail to receive fresh 
THE DIGEST, ‘The takes pili in ding this ilent 
book . e it covers the subject authoritat 7, concisely, and 


THE ACCOUNTANTS JOURNAL, NEW ZEALAND: Sipetin to see out in aaah clear form the sug- 
gested American approach.” 


THE CALIFORNIA C.P.A.: ‘a summary of ceri juhaummaecas 
THE ACCOUNTANT, LONDON: fon 


THE COUNTING HOUSE PUBLISHING CO. 


THIENSVILLE, WISCONSIN, U. S. A. 


All books sent on !0-day approval @ All prices F.O.8. Thiensville, and subject to change without notice. 
Postage paid on cash orders. Same refund guaranteed © Full payment should 2. eS 
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CO-ORDINATED 
ACCOUNTING SERIES — 


Available to Universities, Colleges, and Business 
Schools for Classroom Instruction 


CONSTRUCTIVE ACCOUNTING 
The sixth edition brings up te date this time-tested course, which incorporates 
teaching experience dating back to 1910. A unique and effective approach to the 
study of Accounting. Detail work held te a minimum by use of special forms. 
Single Proprietorship, Partnership, and Corporation Practice Sets 
ADVANCED ACCOUNTING | 
Full treatment of advanced corporation accounting, partnership accounting, state- 
ment of new assets and their applications, funds, reserves, valuation accounts, 
surplus appropriations, preparation, analysis and interpretation of statements. 
Lectures, Problems and Theory Questions 
ADVANCED ACCOUNTING Il AND AUDITING 
Professional training in mergers, consolidations and consolidated statements; spe- 
cial advanced subjects; auditing and audit case. Available in three units. 
Lectures, Problems, Theory and Auditing Questions, Audit Case 
COST ACCOUNTING 
Principles and procedures of factory cost accounting with emphasis on the value of 
costs for managerial control and on methods of installation and operation. 
Specific Order and Process Costs Practice Sets, Standard Cost Case 


OTHER WALTON PUBLICATIONS 


Municipal Accounting Math. of Acctg. & Finance (2 Vols.) 
Stock Brokerage Accounting Business Law (4 Vols. & Workbooks) 
CP.A. Exam. Review Office Procedure & Practice 


Printed Solutions, Answers, and Master Practice Sets are available. 
You Write Now For Examination Copies To 


WALTON PUBLISHING COMPANY__ 


111 NORTH WABASH AVENUE CHICAGO 2, ILLINOIS 
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anew elementary text 


INTRODUCTORY ACCOUNTING 


RALPH D. KENNEDY, Fh.D. 
and 


FREDERICK C. KURTZ, M.B.A., C.P.A. 
both of the George Washington University 


THE To explain from the point of view of 
management and the accountant: 


OBJECTIVES 1. The process of ‘analyzing business 


transactions. 


2. The form of accounting records and 
the procedures for reporting transac- 
tions. 

3. How accounting data is summarized 
and presented in financial statements. 

4. Methods of analysis and processes for 
interpreting financial statement. 

5. An introduction to cost accounting and 
budgetary control arid other special 


problems. 
NOTABLE accounting cycle 
FEATURES in dhe tnitiat chapters 


explanation of the why as well as the how 
of each principle and procedure 


™ 440 questions and 338 problems 


solutions manual and practice sets avail- 
able 


761 pages $7.25 1960 


INTERNATIONAL TEXTBOOK COMPANY 
Scranton 15, Pennsylvania 
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1960 


CLARITY 
SENSE 
REALISM 


characterize each book by 
ARNOLD W. JOHNSON 
New York University 


Elementary Accounting, 3rd Ed. 


Comprehensive and thoroughly modern, 
this book approaches accounting through 
the balance sheet—emphasizing the uses 
of financial statements. Six practice sets 
and 305 tested and realistic problems are 
provided. The why of procedures is dis- 
cussed throughout. A distinctive chapter 
on accounting theory concludes the book. 
1956, 800 pp., $6.50 


Intermediate Accounting, Rev. 


Designed to meet the managerial de- 
mands of accounting today, this rigorous 
text stresses the modern analytical and 
interpretive aspects of accounting. The 
paramount emphasis is on income. Spe- 
cial attention is focused on “valuation ac- 
counting” by emphasizing the effect of 
accounting valuations on the income 
statement and the balance sheet. 1958, 
806 pp., $8.50 


Advanced Accounting, Rev. 


Thoroughly revised to bring all material 
up to date, Advanced Accounting pre- 
sents the latest methods of handling the 
specialized and complex problems en- 
countered by today’s professional ac- 
countants. Designed for advanced 
courses, it is especially appropriate for 
students preparing for CPA examina- 


Auditing: Principles 
and Case Problems 


Current principles of auditing rather 
than principles of accounting are empha- 
sized here. 186 fresh, realistic case prob- 
lems are coordinated with complete dis- 
cussion of principles. The author stresses 
throughout the importance of internal 
control. A unique chapter on using statis- 
tical methods in auditing is included. 
1959, 695 pp., $7.50 


HOLT, RINEHART AND WINSTON, INC. 


383 Madison Avenue, New York 17, N.Y. 


tions. 1960, 564 pp., $8.00 


University of California Extension 


announces 
a new correspondence course 


C.P.A. Review 


ACCOUNTING PRACTICE AND THEORY OF ACCOUNTS 


Comprehensive and systematic review of accounting problems and accounting topics en- 
compassed by the Examination in Accounting Practice and the Examination in Th 

of Accounts of the Uniform Certified Public Accountant Examination which is now 
used by all states. 


Directed study of inventories, fixed assets, partnerships, corporations, consolidated state- 
ments, statements of sources and applications of funds, statements pee from in- 
complete data, governmental accounting, cost accounting, and federal income taxation. 
Work in the accounting aspects of consignments, installment sales, long-term contracts, 
statements of affairs, estate and trust accounting, actuarial mathematics, branch office ac 
counting, and foreign exchange. Each assignment requires the solution of problems 
actually used in past Uniform Examinations in Accounting Practice and the answering of 
questions that appeared in past Uniform Examinations in Theory of Accounts. 

Prerequisite: two years of accounting (elementary, intermediate, and advanced) and cost 
accounting. Recommended: a course in auditing 
Fee: $30; out-of-state $35 


WRITE: Department 125, Correspondence Instruction, University Extension, 
* University of California, Berkeley 4, California 


“. .. this unique volume offers an extremely fine preparation for the 
CPA examination auditing. The candidate who goes through 
it conscientiously will have as adequate a preparation as 

books can give him."—The Accountants Digest. 


AUDITING: A C.P.A. Review Manual 


By BENJAMIN NEWMAN, CPA, New York University. 


This is the only book available which has been designed to prepare the candidate for suc- 
cessful performance on the CPA Auditing Examination. The book covers comprehensively 
the basic subject matter of Auditing and the areas in which the CPA candidate may expect 
to be examined. Emphasis is placed upon fundamental principles, their meaning and appli- 
cation, and relationships. Auditing is viewed as a meaningful system containing specific 
areas of auditing responsibility and basic approaches and techniques. The subject is de- 
veloped by an integrated combination of textual presentation and original and comprehen- 
sive solutions and solution guides to a substantial number of past CPA examination ques- 
tions. A Wiley Publication in Accounting, Hiram T. Scovill and C. A. Moyer, Editors. 


1958. 685 pages. $12.75.* 
*Also available in textbook edition for college adoption 


Send for an examination copy. 


JOHN WILEY & SONS, Inc., 440 Park Ave. South, New York 16, N.Y. 
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"A valuable 
| addition in 
| a field where 
| there is scant 


coverage of 
its subject."'* 


At your bookstore or from 
| HARPER & BROTHERS, 
New York 16 


By SAM B. TIDWELL, (@?.A. 


d will be valuable for 
school administrators, state der, 4 ts of education and 


national agencies concerned "| school finance and fi- 


“Clearly and concisely written, 


nancial reporting, outside audig'rs, both state and inde- 
pendent, and students of educstional administration. It 
fills a substantial previously existing vacuum in the litera- 
ture of the field to which it relates, and in accounting 
publications. Administrators and accountants will be well 
repaid for studying and following, it."—*Lioyp Morey, 
CPA, in The Journal of Accountancy $7.50 


ACCOUNTING FOR NON-ACCOUNTANTS 


by John N. Myer, Co-ordinator of the Accounting 
Program, Management Institute, New York University 


NEW YORK UNIVERSITY PRESS 


Fast becoming the favorite textbook for brief accounting courses 
for lawyers, engineers, economists, statisticians, credit men, in- 
vestors, and business executives. Hailed by students and teachers 
for its clarity and completeness. $5.00 


NEW CLASSROOM AIDS 


LABORATORY PROBLEMS 
to Accompany Accounting for Non-Accountants 


32 pages, 6x9, 50¢ 
PRACTICE MATERIAL 
to Accompany Accounting for Non-Accountants 
56 pages, 82x11, $2.25 


TEACHERS’ MANUAL. Free to teachers adopting the text. 
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Master of Business 
Administration Program 


SCHOOL OF 


COMMERCE 


Is now offering the degree of 


MASTER OF BUSINESS ADMINISTRATION 


Advanced professional studies in business leadership open to qualified men and women. 


Choice of location and schedule: 


University Campus—Jamaica 


Evenings 6:30 to 10:20 P.M. 
Saturdays 8:45 A.M. to 2:45 P.M. 


Brooklyn Center—96 Schermerhorn St. Evenings 6 to 8:50 P.M. 
Open to qualified undergraduates and those holding B.A. & B.S. degrees. 


Accounting: 


Economics: 


Management: 


C. P. A. Problems 

Controllership 

Advanced Accounting Theory 

Advanced Federal Tax Accounting 

S. E. C. Accounting 

Analysis & Interpretation of Financial Statements 
Manufacturing Cost 

Distribution Cost 

Internal Auditing 

Accounting Systems: Design and Instaliation 
State and Local Tax Accounting 


National Income & Income Determination 
Price and Income Theory 

Fiscal & Monetary Problems & Policies 
Business Fluctuations and Forecasting 
Business Statistics 


Planning and Organizing the Enterprise 
Control of Business Operations 
Managerial Decision Making 

Management of Information 

The Human Problems of a Manager 

Policy Development and Implementation 
The Administrator in an Industrial Society 


Write or phone today for complete information: 


Registrar, St. John’s University, Grand Central & Utopia 
Pkways, Jamaica 32, N.Y., JAmaica 6-3700 
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PACE ACCOUNTING TEXTS 


The Pace accounting texts listed below, in their various editions, have been in uninter- 
rupted use for over half a century. Following the plan of student registration—one term at a 
time—each volume is designed as a rounded-out unit for one semester. Maximum adaptabili 
to programs of various lengths is thus provided. No supplemental materials are needed. Eac 
yolume contains problems ample both for classroom demonstration and for home assignment. 
Sixty-day examination copies sent to schools upon request. Instructors’ keys provided on 
adoption. 


BASIC ACCOUNTING—Part I 
Covers procedural aspects and basic records, from inception of a business to its ultimate 
termination. Basic concepts and principles are 
BASIC ACCOUNTING—Part II 

Deals with accountants’ work papers; system development; partnership, simple come, 


and manufacturing accounts; analysis of statements; funds statements; 
and professional aspects of accounting. 


CORPORATION ACCOUNTING 


Treats all major aspects of accounting peculiar to the corporate form of organization, in- 
cluding mergers, consolidations, and comprehensive corporate financial statements. 


COST ACCOUNTING 


Covers general accounting for costs; process, joint, job, estimated, standard, and distri- 
bution costs; break-even computations and charts; and direct costing procedures. 


SPECIALIZED ACCOUNTING 


Deals_with domestic branches; foreign branches; department store procedures; installment 
sales; consignments; financing receivables; decedents’ estates; Sasitugtaten; general non- 
profit irstitutions; and municipal accounts and procedures. 


AUDITING 


Considers auditor’s objectives and responsibilities, and generally accepted auditing stand- 
ards; and presents a detailed exposition of the techniques and procedures whereby the 
auditor accomplishes the audit objectives. 


COMPREHENSIVE ACCOUNTING PROBLEMS—Vols. I and II 
(Mimeo, bound ) 


Problems, solutions, and discussion of applicable | serongren: and lures, covering a 
wide variety of topics. For under-graduate, post-graduate, and C.P.A. review courses. 


Business Law Texts 


InrropucTion To Law AND Law oF Contracts Law or CorPoRATIONS 
Acency AND EmpLoyer-EMPLOYEE Retations Law oF NEGOTIABLE INSTRUMENTS 
Law oF PARTNERSHIP 


PACE & PACE 


296 Broadway New York 7, N.Y. 
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/ ACCOUNTING FUNDAMENTALS 


By George A. MacFarland, formerly Wharton School of Finance and Commensiy samme 
University of Pennsylvania; Robert D. Ayars, formerly University of Pittsbumkins : 

and Willard E. Stone, Wharton School of Finance and Commerce, Universiiy al 
Pennsylvania. McGraw-Hill Accounting Series. Third Edition. 623 pages, $69 ums 


/ DEMONSTRATION PROBLEMS IN ACCOUNTING 
FUNDAMENTALS 


Specifically for use with Accounting Fundamentals, 3 Ed., MacFarland, Ayars and 
Stone. By William W. Frasure and James H. Rossell, University of Pittsburgh. $3 


/ CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


By Albert F. Chapin and George E. Hassett, New York University Seventh Edifies, 
589 pages, $7.50 


/ AUDITING PRINCIPLES 


By William B. Jencks, The Ohio State University. McGraw-Hill Accounting Series. 
526 pages, $8.50 


/ FINANCIAL AND ADMINISTRATIVE ACCOUNTING 
New Second Edition 


By C. Aubrey Smith and Jim G. Ashburne, both of the University of Texas. Mt 
Graw-Hill Accounting Series. 640 pages, $8.50 


/ NATIONAL INCOME AND FLOW-OF-FUNDS ANALYSIS 


By John P. Powelson, The Johns Hopkins University. 550 pages, $7.95 


McGraw-Hill Book Company, Inc. Send for 


ies on 
330 West 42nd Street © New York 36,N.Y.| “? 
approval 


PUMA 
mcGRAW-HILL Bod 
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New and Recent Texts in ACCOUNTING 


Fundamental Accounting Principles Revised Edition 
By WILLIAM W. PYLE and JOHN ARCH WHITE 


The subject matter of accounting is presented in an easily understood manner that 
emphasizes principles and methods of accounting. Thoroughly revised in this re- 
cent edition, management's use of accounting information is accentuated through- 
out the book. In addition, use is made of printing in two colors to enhance the 
effectiveness of illustrations as pedagogical devices. An outstanding selection of 
teaching aids is available for adopters. 


MANAGEMENT ACCOUNTING: Text and Cases Revised Edition 


By ROBERT N. ANTHONY, Harvard University 


Covering all of the important principles without extraneous details, MANAGE- 
MENT ACCOUNTING teaches accounting from the viewpoint of management. 
In this extensively revised edition, cases describing real problems were brought 
up to date with many new cases added. They were designed to help stimulate 
classroom discussions. A Teacher’s Manual is available, which provides suggestions 
as to approach and assignments, plus detailed discussion of each case. 


ACCOUNTING: A MANAGEMENT APPROACH Revised Edition 


By THOMAS M. HILL and MYRON J. GORDON, both of Massachusetts Institute 
of Technology 


Attention is focused throughout this text on accumulation and interpretation of accounting 
data relevant to business operations. It provides a working knowledge of accounting as an 
aid to management in making decisions, planning, and maintaining operational control. 
This volume is designed specifically for those who desire a knowledge of accounting but 
who do not intend to become accountants as such. 


OTHER OUTSTANDING IRWIN TEXTS IN ACCOUNTING 


¢ AUDITING: Principles and Procedure Fifth Edition 
By ARTHUR W. HOLMES, University of Cincinnati 
¢ COST ACCOUNTING: Principles and Practice Fifth Edition 


By JOHN J. W. NEUNER, City College of New York 


Write for Examination Copies 


RICHARD D. IRWIN, INC. 
HOMEWOOD, ILLINOIS 


: 
: 
: 
¥ 
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Outstanding... . 


PRENTICE -HALL 


FEDERAL TAX COURSE, 1961 


Students Edition 


edited by the Prentice-Hall Federal Tax Editors 
consulting editors: WILLIAM F. CONNELLY, School of Commerce, 
Accounts, and Finance, New. York University; ROBERT B. MITCHELL, 
Wharton School of Finance and Commerce, University of Pennsylvania; 
and STANLEY B. TUNICK, The Bernard M. Baruch School of Business 
and Public. Administration, The City College of New York 


Tue new edition of the Prentice-Hall FED- 
ERAL TAX COURSE is the standard, authori- 
tative work in. the field of federal tax: structure. 


F catures of the 1961 Edition include: 
* Over 20% brand new problems. 


* All other problems and their solutions have 
been updated and revised to reflect in 
the law and regulations. 


* Throughout the text, changes have resulted i in 
increased teachabiilty. 


Yar after year, the P-H FEDERAL TAX > 


: COURSE has maintained its pre-eminent posi- 
.. tion: used by 96% of all schools offering courses 


in taxation. 
August 1960, Text price: $8.50* 
* Also available in the trade edition. 


Box 90; Dept Ak 
a PRENTICE-HALL, Inc. 


Englewood Cliffs, New. Jersey 


#387 
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